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The Pricing Policies of the Nationalized 
Industries 


By Francis Cassell 


HE decision of the major nationalized industries to 

underpin Mr. Macmillan’s price plateau by freezing their 

charges to consumers raises many important questions 
that have received rather scant attention recently. Apart from 
the overriding question of the efficacy of price stabilization as a 
means to disinflation, the freeze raises afresh the complex 
problems of the proper financing of the industries and the 
pricing of their products. The freeze—ranging from six months 
for rail fares to a full year for coal—means inevitably that the 
net earnings of the industries in the aggregate will be reduced 
this year. True, the National Coal Board, which raised its 
prices before freezing them, should achieve a substantial 
surplus this year, but the gas and electricity industries’ surpluses 
are bound to be affected, and the Transport Commission, as is 
widely known, faces an even larger deficit. 

The net earnings of the nationalized industries have, to 
say the least, never been excessive. In eight years of operation 
the Transport Commission has accumulated a deficit of 

70 millions, and at the end of last year the Coal Board carried 
orward a loss of £37 millions. The Central Electricity 
Authority and the Gas Boards (in the aggregate) have kept out 
of the red but the total net surpluses earned from vesting day 
to 1954-55—£50 millions for electricity and £11 millions for 
gas—represent an annual return of well under 1 per cent. on 
the average fixed capital employed. 

By commercial standards such results would be considered 
utterly inadequate, particularly for industries with heavy capital 
commitments. They indicate . margin between costs and prices 
far slimmer than any commercial undertaking would willingly 
tolerate. To some extent, the low earnings are a direct con- 
sequence of inflation and the long political and administrative 
lag between a rise in costs and the sanctioning of an increase in 
selling prices. This lag has been particularly protracted in the 
case of the railways and is responsible for a large part of the 
Transport Commission's deficit. To this extent the published 
figures do less than justice to the industries; but when all 
allowance has been made for the lags, the low earnings still 


Mr. Cassell is an assistant to the City Editor of the News Chronicle. 
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unmistakably imply that by commercial standards the industries 
have been selling their wares too cheaply. 

The economic disadvantages of underpricing at a time of 
full employment should be apparent. Too low a price will 
encourage demand and thus may induce a higher rate of 
capital investment than is economically justified, while at the 
same time reducing the industry’s ability to finance its own 
investment. 

This latter point is of special importance in considering the 
pricing policies of the nationalized industries, because the 
magnitude of the sums involved makes their repercussions felt 
throughout the entire economy. Last year the Public Corpora- 
tions' spent £575 millions on fixed capital formation, of 
which only a third was found internally from net surpluses and 
depreciation provisions. The balance, about £400 millions, had 
to be borrowed from outside sources—an investment-savings 
gap of probably the same order as Britain’s total inflationary gap 
last year. If genuine savings are not available, investment can 
only be financed by inflationary borrowing. The problem is 
further complicated by the close ties between the nationalized 
industries and the Treasury, ties which in practice have existed 
since vesting but which were formalized in this year’s Finance 
Act. The Exchequer is now directly responsible for financing 
the capital expenditure of the industries which means that unless 
the public are willing to take up securities on the requisite scale, 
the Treasury must raise the money through the banking 
system. Apart from the obvious objections which may be 
raised to building a power station on a short-term credit, such 
financing swells the floating debt and may conflict with the 
government's general monetary policy. 


THE REQUIREMENTS OF THE ACTS 

The pricing policies of the nationalized industries, then, 

are of concern not only to consumers of the industries’ products 
but to the entire community. As a determinant of the 
inflationary gap they are second only to the Budget itself ; and 
they exert enormous influence on both the gilt-edged market 
and the general credit situation. Yet the principles on which 
these policies should be based and the standards by which they 
should be judged have received very little detailed consideration. 
Many advocates of nationalization have indeed argued that 

' The term Public Corporations as defined in the National Income Blue Book embraces 

a few bodies—new town corporations, the Raw Cotton Commission, etc.—with which this 


article is not concerned, as well as the two State Air Corporations, whose pricing policies 
it is not proposed to discuss. 
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the great advantage of public ownership would be the freeing 
of the industries from the tyranny of the profit and loss account ; 
the profit motive would be replaced by dedication to the welfare 
of the community. Some of these Utopian sentiments pervade 
the nationalization bills, particularly the clauses which require 
the Corporations to promote the “ national interest.” The 
National Coal Board, for instance, is required to make supplies 
of coal available “‘ of such qualities and sizes, in such quantities 
and at such prices, as may seem to them best calculated to further 
the public interest in all respects.”’ (My italics.) Similarly, the 
duty of the Gas Boards is to “* develop and maintain an efficient, 
co-ordinated and economical system of gas supply for their 
area and to satisfy, so far as it is economical to do so, all reason- 
able demands for gas within their area.’”’ The duties of the 
Transport Commission in the 1947 Act are set out in rather 
more detail: “‘ To provide, or secure or promote the provision 
of, an efficient, adequate, economical and properly integrated 
system of public inland transport and port facilities within 
Great Britain for passengers and goods with due regard for 
safety of operation.” 

The national interest itself, however, is never explicitly 
defined. Adequacy, efficiency, economy and co-ordination are 


cited as highly commendable virtues which are decidedly in the 
national interest, but no attempt is made to indicate which 
actions in particular are likely to be “ adequate,” “ efficient,” 


‘ 


“* economical ” or “* co-ordinated.”” The width of the interest is 
embodied in the requirement that in dealing with particular 
consumers the Corporations shall avoid any “ undue or 
unreasonable preference or advantage ’’—a requirement which 
is sometimes linked with an additional direction that the 
Corporations’ tariffs be as simple and standardized as possible. 
There is a general, rather hopeful, implication that prices should 
be kept as low as possible, but this is subject to the overriding 
requirement that they must produce a revenue, as the Electricity 
Act phrases it, “* not less than sufficient to meet [the Corpora- 
tion’s] combined outgoings properly chargeable to revenue 
account taking one year with another.” 

The establishing statutes have never had sufficient 
substance to serve as a definite guide to practical policy. There 
is therefore no basis for asserting that the four industries have in 
any way infringed the Acts by earning net revenues which are 
totally insufficient by commercial standards. The Acts nowhere 
state that revenues should be sufficient to provide funds for new 
investment. Indeed, the hope that — will be kept as low 
as is consistent with the covering of current costs implies that 
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the drafters did not favour this form of finance. The gas and 
electricity industries have certainly fulfilled the requirements of 
the Acts. Whether the Transport Commission has failed to do 
so depends entirely upon the interpretation of “ taking one 
year with another,” and similarly for the National Coal Board 
upon the interpretation of “on an average of good and bad 
years.’’ In serving the national interest, however, the spirit of 
the law is surely as important as its letter. Whatever the strict 
legalistic interpretation of “‘ taking one year with another ”’ 
may be, it is clear from the debates that the drafters of the 
nationalization bills had a short, well-defined period in mind. 
Mr. Gaitskell, who as Minister of Fuel and Power was respon- 
sible for drafting one of the major bills, left the House of 
Commons in no doubt of his intention : 


There may be circumstances which may involve [the area boards] 
‘or atime in loss. There is nothing peculiar about that. Private companies 
make losses and recoup them later. There might even be occasions when 
the Government might feel, if there was a heavy slump and a lot of 
unemployment, that it might be desirable on the whole not to insist on 
costs being covered. I agree that might be a rather remote contingency, 
but it is the kind of thing referred to in the Coalition White Paper on 
Employment Policy, and we have therefore provided for it here. I 
would emphasise that I attach a good deal of importance to the principle 
that normally we should expect area boards to cover their costs each 
year. Normally, that should be the case, although we are not actually 
imposing that obligation on them legally, and I will expect them to 
arrange their affairs accordingly.' 


Such obiter dicta show that the clause permitting a deficit 
in any particular year was included primarily to assist employ- 
ment in times of depression. It was never intended as an escape 
clause in more prosperous times and it is surely ironical that it 
should now be invoked to justify deficit financing as part of a 
campaign against over-full employment. 


CALCULATING THE COST 

The Acts are more explicit on the composition of the costs 
‘ properly chargeable to revenue account,” but before recalling 
their directions it may be useful to glance briefly at the general 
problem of costs which confronts every public utility, whether 
owned by the State or not. 

Everyday running costs—labour, materials, fuel, etc.— 
present no difficulty in principle. They represent a demand for 
current resources which bears a reasonably stable relationship 
to output and must clearly be covered in full. This assumes, 


' Gas Bill: Standing Committee D Official Report: Session 1947-48: Volume 2, 
Column 1145. 
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however, that the money cost of the resources to the industry 
accurately reflects their true social cost—their value in other 
uses. If one of the resources used by the industry is underpriced 
—coal is an obvious example—the mere covering of money 
costs by the industry will not promote the best distribution of 
resources. It may in fact exaggerate the mal-distribution caused 
by the initial mis-pricing of the material. The fault, however, 
lies wholly in the pricing of the material and should be remedied 
by its suppliers ; the industry using the material should surely 
not be required to compensate for defects of pricing elsewhere. 

The allocation of overhead costs, those associated with the 
fixed capital of the industry, is more difficult as these stem 
from an investment of resources in the past. A common 
characteristic of the four industries under consideration is the 
large capital investment needed to produce even the smallest 
output. In the gas, electricity and transport industries 
especially, the assets involved are often indivisible, in the sense 
that the size of installatic. required bears no close relation to 
the output it is intended to produce—a railway track cannot 
have less than two rails and a certain number of sleepers because 
only one train a day will use it. These overhead, capital, costs 
would still be incurred if production ceased entirely, but on the 


other hand they remain constant over wide ranges of output, 
and unit production costs may decrease as output rises. 
The problems arising from this ngmiors Se ps between high 


overheads and low running costs have aor exed economists and 
engineers for over two centuries. Basically, the problem is that 
capital represents resources already used and, once resources 
have been embodied in a power station, railway track or other 
asset with no alternative use, that asset may as well be employed 
to capacity so long as running costs—the cost of current 
resources which could be used elsewhere—are covered. But if 
all output is priced merely on the cost of current resources, how 
are overhead costs to be met? A few economists—one fancies 
a rapidly declining number—argue that such industries can 
legitimately claim a subsidy, but this argument bristles with 
difficulties too complex even for the modern welfare theorist, 
let alone the practical commercial manager confronted by the 
coid facts of a profit and loss account. The general opinion— 
and certainly the intention of the drafters of the nationalization 
statutes—is that the full costs of the overheads must be recouped 
in one way or another from the consumers of the industry’s 
products. 

Overhead costs consist of two principal items : the interest 
on the borrowed capital invested in the assets and the amortiza- 
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tion of those assets to provide for their renewal at the end of 
their working life.' 

The payment of interest on past investments needs no 
defence. Interest is merely a method of charging a past cost 
against a present benefit or of capitalizing a future benefit into 
a present cost. Even a socialist society which prohibited all 
income from property could not dispense with the notional 
test which it provides of the prospective profitability of an 
investment. One qualification is required : to avoid burdening 

resent management with the mistakes of its predecessors the 
interest should ideally be based upon the current value of the 
capital and not upon its historic value. That is, of course, the 
case if capital is raised in equity form. But the nationalized 
Corporations rely wholly upon fixed interest capital. It is 

erhaps possible that if the railways had remained in private 
ees their capital would have been drastically written down 
in the past ten years. Nationalization rules out such capital 
reorganization, as the government accepts obligations which it 
cannot afterwards repudiate merely because circumstances have 
changed. However, as most companies were taken over at 
their current Stock Exchange valuation there is no reason to 
believe that at their inception the Corporations were saddled 
with an unfair burden. 

Nor can the need to provide for depreciation be queried. 
Obviously, some provision for the replacement of assets must 
be made out of current earnings if the continuation of the 
business is to be assured. The basis on which that provision 
should be decided is far more contentious. The traditional 
accounting method of writing down the original cost of the 
asset over the whole of its working life has been severely 
criticized of late on the grounds that in times of inflation it fails 

rovide a fund sufficient to replace the asset at the new 
higher level of cost. Depreciation, it is argued, should be based 
not upon historic cost but upon the current, replacement, cost 
of the asset concerned. The controversy still rages but the 
current value school seems to be winning the day. The Herbert 
Committee which recently reported on the electricity supply 
industry were unanimously in favour of replacement cost 
depreciation : 

In the case of a State-owned monopoly . . . on which competitive 


forces do not operate strongly, prices must be determined by a process of 
calculated assessment. It seems to us that a proper element in arriving at 


' This treats depreciation strictly as a function of time; where the life of an asset 
depends also upon wear and tear such depreciation through use (“ user cost "’) is a current 
cost and should be charged accordingly 
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these prices is the cost of the resources used up in the process of manu- 
facturing and delivering the product. . . . It also seems to us that this 
cost should reflect current price levels rather than those ruling at the 
time when the plant was originally installed. 


The establishing statutes indicated no preference as 
between historic and replacement depreciation but the Herbert 
Committee imply that, although the Corporations have so far 
chosen historic cost, a change to replacement cost would not 
conflict with the Acts. The inadequacy of the present method 
of calculating depreciation is revealed in the latest National 
Income Blue Book, which shows that in the years 1951-55 
the Corporations’ depreciation provisions—{£779 millions— 
covered little more than half of their actual consumption of 
capital—f£1,389 millions. 

Among the overhead costs chargeable to revenue account, 
the Statutes include “‘ proper provision for redemption of 
capital’ which they seemingly regard as something distinct 
from “ proper provision for depreciation of assets.” Interpreted 
literally, this requires the Corporations’ earnings to be sufficient 
not only to maintain physical capital intact but to repay the 
borrowed capital over the life of the asset. The Transport 
Commission still puts aside an annual sum for the redemption 
of its stock but the Gas and Electricity boards have decided to 
subsume this provision under the general depreciation heading, 
regarding the two as alternatives (as they logically are) and the 
government appears to have readily accepted this interpre- 
tation. 


TARIFF POLICY 

The tariff policies to be employed in raising a revenue 
sufficient to cover these costs are not specified. The general 
requirements of the Acts—over-all balance, —T and 
uniformity of treatment—could be most easily satisfied by a 
straight flat-rate pricing, charging all consumers a price based 
on average costs of production (including overhead costs). This 
is the method of charging adopted by the Post Office, the most 
successful of all the nationalized undertakings, for its inland 
mail service. Its great public appeal is that it does not dis- 
criminate among consumers in any way. But economically 
such a tariff has grave defects. Its failure to discriminate means 
that consumers are charged the same price irrespective of the 
costs involved in supplying them. The costs of serving different 
consumers vary very little in the handling of mail and the 
Post Office is justified in neglecting them; but in other 
industries they vary considerably and unless they are taken 
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into account in fixing individual charges they can cause a serious 
mal-distribution of resources. 

Hence differential charging is not necessarily “ discrimina 
tory ’: to charge one consumer more than another because the 
costs of supplying him are higher is a totally different matter 
from charging him more because, through greater urgency or 
necessity, his demand is less elastic. The second would be 
rank exploitation, rightly eschewed by Corporations dedicated 
to the national interest. The first is merely charging the 
consumer the full costs of meeting his demand. There is 
nothing inherently equitable in flat-rate charging: rather it 
means subsidizing extravagance and taxing economy. 

Average-cost pricing 1s particularly inappropriate for gas, 
electricity and transport. It is not only a poor way of allocating 
the heavy overheads among consumers; it also neglects the 
considerable excess capacity and low marginal costs in those 
industries at certain times and the consequent desirability of 
concentrating consumption on those times. Marginal-cost 
pricing ensures that consumers are not, on the one hand, 
deprived of additional goods if they are prepared to pay 
the full costs of producing them or, on the other hand, supplied 
with additional goods at less than the cost of the resources 
needed to produce them. Marginal-cost pricing, in a word, 
promotes the best distribution of resources. But, owing to 
the heavy overheads in the industries, the disparity between 
average and marginal costs is very large and strict marginal-cost 
pricing is precluded by the need to cover these overheads. 
However, a sophisticated tariff structure can combine the 
covering of overheads with the advantages of marginal pricing 
and we now turn to see how individual Corporations have 
tackled these problems. 

THE ELECTRICITY INDUSTRY 

The problem of heavy overheads occurs in its most acute 
form in electricity generation. Electricity cannot be stored and 
the amount of generating plant required therefore depends upon 
the peak demand expected to be made upon it. At off-peak 
hours, considerable excess capacity exists and the cost of 
generating additional units of electricity is very low.' From 
its earliest days the industry has tried to make its tariffs reflect 
the different capital costs involved in supplying different con- 
sumers. 


! The coming of nuclear-generated electricity is likely to increase the disparity between 
high overheads and low running costs. The latest estimates suggest that the capital cost of a 
nuclear power station will be about {100 per kW of capacity, against {60 per kW in the 
latest conventional station, while running costs will be appreciably below those of a con- 
ventional station. 
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Originally, the tariffs were based upon some form of two- 
part charging, the consumer paying a fixed standing charge 
related to his maximum demand to cover overheads, and a low 
variable charge related to his actual consumption over a period 
to cover running costs. In recent years, the block tariff has 
tended to replace the strict two-part tariff, though for most con- 
sumers the change in the basis of charging is a mere formality. 
The block tariff charges the first, say, 50 units of electricity 
supplied per quarter at a relatively high rate, to recoup over- 
heads, and then offers subsequent units at a lower rate. The 
marginal rate may in fact fall several times as consumption 
increases. 

In the domestic tariff, the number of units charged at the 
primary rate (or the standing charge in the case of a two-part 
tariff) is related to the size of the house—floor space, number 
of rooms, etc.—although it is recognized that this can give only 
the roughest of indications of the maximum load that the con- 
sumer 1s likely to put on the system at any one moment. For 
larger consumers, more accurate measurement is possible and 
the number of primary units can be more closely related to 
maximum demand. As most consumers will use far more than 
the number of primary units, the high cost block is in effect a 
standing charge and the tariff becomes merely a variant of two- 
part charging. But from the supplier’s point of view strict two- 
part charging has one important advantage: overheads are 
covered even if the consumer uses no electricity whatever in the 
period. 

The tariff for the largest industrial and commercial con- 
sumers is much more scientific. Consumers are charged for 
each kilowatt of maximum demand (measured by a demand 
meter) and for each unit of electricity consumed (as recorded 
on an ordinary type meter), the marginal charge per unit often 
falling as consumption rises. A “ coal clause”’ allows any 
increases in coal prices in the Area to be passed on to consumers. 
Clearly, this tariff conforms much more closely to the costs of 
supplying individual consumers and it seems highly desirable 
that, by improved metering and the introduction of a coal 
clause, the domestic tariff should be adapted to the industrial. 
The Herbert Committee hoped for progress along these lines 
and recorded their “ impression” that “* domestic consumers 
as a class are not contributing as much as they ought towards 
the cost of their supplies.” Since the Committee reported, 
any disparity must have increased, as industrial tariffs were 
raised following the increase in coal prices while domestic 
tariffs were frozen. The Committee p= detected a conflict 
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between cost and simplicity in pricing and came down heavily 
on the side of cost, recommending that householders be offered 
tariffs which reflect more closely the individual loads they put 
upon the system. 

Unfortunately, a measure of individual maximum demand is 
not an accurate measure of the overhead costs involved in 
supplying the consumer. The crucial point is the time of day 
at which his peak demand occurs. A consumer with a maximum 
demand of 10 kWs but who uses current only in off-peak hours 
imposes far less strain on the system than a consumer whose 
demand never exceeds 1 kW but remains constant throughout 
the day. The marginal cost of generating electricity at the peak 
is many times the cost at off-peak hours. This is so not merely 
because additional generating capacity must be installed to meet 
the peak demand but because the generators called in at the 
peak are usually the highest cost generators still in commission. 
Continual technical progress usually means that a new power 
station has lower running costs than its predecessors and it is 
therefore used to meet the base load. As demand rises during 
the day, high cost generators are brought into operation until 
the peak is reached. The difference in running costs is quite 
startling. In 1954-5, the most efficient stations were producing 
current at less than 4d. a unit, while the cost at the least efficient 
was more than 14d. 

Is there not here a very strong case for differential charging 
at peak and off-peak hours ? Peak consumers should surely pay 
a price which reflects the higher running costs of the low- 
siileinny generating stations retained in commission to serve 
their particular need. Moreover if the peak is very pronounced 
—as it appears to be—there are good grounds for arguing that 
“load spreading ’’ should be encouraged by making peak 
consumers cover the industry’s overheads in full. This could 
be achieved by basing the standing charge (or number of 
primary units) on the consumer’s maximum demand between 
say 7 a.m. and 6 p.m., thus giving him a powerful incentive to 
curb his demand in peak periods. Such differential pricing is 
not exploiting the “* essential ’’ consumer ; it is simply charging 
him the full cost of the resources needed to supply him. The 
standard charge for electricity irrespective of time of day 
militates against the most effective utili zation of the industry's 
capital equipment.' Nor is the waste confined to existing 
capacity: valuable resources are devoted to building new 


* britain’s 46-8 per cent. load factor in 1954-55 compares with about 60 per cent. in 
the United States. The fuller utilization in America is due mainly to the greater prevalence 
of shift working ; and while admittedly electricity costs can play only a minor part in the 
encouragement of shift working, they must have some effect. 
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generators although there is no certainty that such vast ex- 
penditure is economically justified. 

The bulk tariff of the Central Electricity Authority—which 
supplies the Area Boards with their current—is more realistic 
in these respects. The C.E.A. makes the usual distinction, 
charging a fixed sum (£5 for 1956-7) per kW of maximum 
demand to cover capital costs, and a running charge (at present 
sd. per kW-hour), which varies slightly with the average cost 
of fuel used at power stations in the Area, to cover running costs. 
But the fixed charge is now based entirely upon the peak 
demand between 7 a.m. and 7 p.m. on acer and the Area 
Boards have therefore been given an incentive to increase their 
demand for current at night and at weekends. The Boards, 
however, have been slow in adapting their own tariffs corres- 
pondingly and still do not discriminate between peak and off- 
peak demand or even generally between winter and summer 
demand. 


THE GAS BOARDS 

The gas industry faces a similar problem of fluctuating 
demand, with marginal cost well below average cost at off-peak 
hours. The peak, however, is less of a problem, as gas can be 
stored and production maintained at a fairly even rate, although 
consumption varies considerably from hour to hour. Gas- 
holders permit the industry to meet daily and weekly peak 
demands without extending capacity but their costs are high 
and it would be uneconomic to use them to even out production 
between summer and winter. The peak presents a distribution 
rather than a production problem, as the elaborate system of 
mains and pipes distributing the gas must be capable of meeting 
the peak consumers’ demand. 

In the earliest days of the industry, consumers were 
charged according to the number of lights installed, but the 
introduction of the gas meter in 1830 changed the method of 
charge to a flat-rate consumption basis, and such average-cost 
charging persisted for over a century, although a thermal 
estimate of consumption later replaced the volumetric. An 
important amendment of gas legislation in 1934 allowed gas 
companies to introduce two-part charging similar to that 
adopted by electricity and telephone undertakings, and in the 
years before the war many companies took advantage of this 
new freedom. 

Nationalization brought a great simplification and stan- 
dardization of tariffs and at the moment there are four main 
tariffs in use. A flat-rate tariff at a standard price per therm is 
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still operated by some Boards, though its defects must by now 
be obvious. A slightly more sophisticated tariff is the so-called 
step-rate, by which the price of gas is related to the consumer's 
expected consumption. Like the block and two-part tariffs, the 
step-rate charges the smaller consumer a higher rate per therm 
but it does not attempt to encourage additional consumption by 
offering lower marginal rates. Two-part tariffs are still favoured 
by some Boards as the neatest way of covering the heavy over- 
head costs, but, as in electricity, the most general tariff is the 
block tariff. 

The two-part tar: has considerable advantages over the 
block tariff in the gas industry, where overhead costs are more 
closely attributable to individual peak demands. There has 
been a tendency recently for Gas Boards to move back towards 
two-part charging, even if the new tariff still retains the block 
form. The most interesting tariff is that introduced a year ago 
by the East Midlands Gas Board. This is in form a block tariff 
but the number of primary units is so low that for virtually all 
consumers the primary block becomes a standing charge. The 
Board’s General Purposes tariff charges all consumers 30-25d. 
per therm’ for the first 10 therms consumed per quarter and 
17°3d. for the following 4,990 therms. Thereafter, the mar- 
ginal rate falls away in seven more steps until it reaches 10-3d. 
for more than 2 million therms per quarter. The merits of this 
tariff are obvious: the Board recovers the bulk of the cost of 
overheads in the high charge for primary units and thereafter 
the marginal price falls in quite dramatic steps. The tariff is 
not perfect. The number of primary units should, I feel, take 
more account of the costs of supplying individual consumers. 
But it is nevertheless a great advance on the previous tariffs 
and it is to be hoped that other Boards will experiment along 
the same lines. 

The major defect of the Area Boards’ tariffs is probably 
their excessive standardization. The Boards are generally very 
reluctant to depart from the standard prices and the result is 
the usual averaging of surpluses and deficits. The costs of 
supplying a consumer vary considerably with topography and 
the degree of urbanization and it is very doubtful if the Boards 
are sufficiently discriminating in their charging. It is no vic- 
timization for the out-of-town consumer to pay more for gas 
than the consumer living next to the gas-works. He has, after 
all, compensating advantages. 

The Gas Boards on the whole are far less sinners in these 
respects than the Electricity Boards. Unlike the Electricity 


* The charges vary slightly from zone to zone within the Area. 
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Boards, many Gas Boards reduce their standard prices for the 
summer quarters and there is more attempt to reflect local costs 
in local prices. 

RAIL TRANSPORT 

Rail transport resembles gas and electricity in that a 
strongly defined peak demand determines overheads and 
results in considerable unused capacity, and hence low marginal 
costs, at off-peak times. The overheads stem from the vast 
capital expenditure—on track, signalling, terminals, rolling 
sic .?¢quired te neet the peak demand, which in large urban 
areas usua'"y <, nined by the daily rush of commuters. 
Freight t .t be spread more evenly throughout the day 
(and night). There is therefore a strong case for making peak- 
hour passengers bear a high proportion of overheads. To some 
extent, this is accomplished by offering cheap excursions at off- 
peak times, but standard fares are usually the same throughout 
the day and in so far as season ticket holders and “ workmen ” 
constitute the main rush hour demand it may be said that the 
average price charged at the rush hour is below the standard 
price. Public opinion, as expressed for over a century in Parlia- 
ment, seems firmly convinced that people who travel at rush 
hours do so from necessity and that to charge them a higher 
rate would be gross exploitation. 

Similarly, the public seems wedded to a flat-rate mileage 
charge. Such views ignore relative costs ; and rational pricing 
must surely be guided by costs and not sentiment. Flat-rate 
mileage charging is hopelessly uneconomic. Three years ago 
the British Transport Commission calculated that the costs of 
carriage per passenger mile varied from 4d. by main line express 
to 1s. 2d. by stopping train and 2s. 1d. on branch line services. 
Yet the standard rate per mile is the same for all three services. 
The long-distance traveller is forced to pay nearly six times the 
real cost of his transport in order to oc? the operation of 
local train services which would otherwise be unable to compete 
with road passenger transport. 

A study of freight costs would probably reveal a similar 
pattern. In the past, freight rates have been even more arbitrary 
than passenger fares. They have been based not upon costs or 
even distance but upon dh expedient of charging what the 
traffic will bear—i.e. according to its value. As some of the most 
valuable consignments are also the cheapest to carry, it is 
obvious that in any war between road and rail transport the 
road hauliers would be likely to cream the business and leave 
the railways with only unattractive consignments, uneconomic 
to carry, which could not be refused owing to the railways’ 
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obligations as a common carrier. Fortunately, the government 
were aware of this difficulty and the Transport Act of 1953, 
which ended the State monopoly of long-distance road haulage, 
also allowed what may justifiably be termed a revolution in rail 
freight charging. It relieved the railways of their obligations as 
a common carrier and allowed them to draw up a schedule of 
maximum charges alone, leaving them free to fix whatever 
charge they thought fit below that limit. The usual delays 
ensued, It was not until last July that the Commission’s pro- 
ed maximum charges were approved by the Transport 
ribunal and it will probably be several more months before 
the new rates come into operation. 

The outstanding merit of the new charges scheme is that it 
is based primarily upon the costs of carrying individual con- 
signments. The rate for each consignment depends upon its 
weight and “ loadability.” As a contribution towards overheads 
the new rates comprise a charge per ton for the first ten miles, a 
“‘ standing charge ’’ which should discourage uneconomic short 
hauls, and a running charge per ton-mile thereafter. The 
success of the scheme will depend largely upon the enterprise of 
district commercial managers, but unless the charges become 
outdated by inflation the new flexibility should produce a 
notable advance in rail freight charging. 


THE PRICE OF COAL 

The correct pricing of coal is indispensable for the correct 
pricing of poems gas and transport, in whose production 
costs it is a major element. If the price of coal is too low, the 
prices charged by the other industries will be too low and their 
output will tend to be over-expanded—especially where two- 
part or block tariffs, with marginal prices sufficient only to 
cover running costs, are operated. The persistence of rationing 
indicates that the current price of coal is below its economic 
equilibrium price, and the conditions of inelastic supply and 
demand confronting the industry suggest that the difference 
may be great. 

Coal differs significantly from the three industries con- 
sidered so far. There is no marked “ peak” problem and mar- 
ginal cost is generally well above average cost. Moreover coal is 
not, as is electricity, gas and to some extent transport, a homo- 
geneous product. The problem of price structure thus relates 
to the differentials between grades dl coal and not to a differen- 


tial between similar coal supplies at different times. The 
National Coal Board has gone a long way towards restoring the 
price differentials between grades of coal which, as Mr. S. R. 
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Dennison explained in an article in this REVIEW four years 
ago, had been whittled down by a series of uniform increases. 

The Coal Board’s price structure, however, continues to be 
marred by its insistence upon delivered, and not pithead, prices 
as the basis for charging domestic consumers. The Board still 
has “ under consideration ” the introduction of zone-delivered 
prices for industrial coal. Uniform delivered prices throughout 
a zone, of course, mean that transport costs—which are a high 
proportion of the fina’ cost of coal—are averaged among all 
consumers in the zone. 

Nor is the averaging principle, with all its drawbacks, con- 
fined to transport costs. The pithead price itself is determined 
by averaging costs over a whole coalfield, which may comprise 
as many as a hundred pits, each with its own particular cost 
conditions. The result, as ever, is that inefficient pits are kept 
working and the development of new pits is hindered. The Coal 
Board’s average-cost pricing has come under heavy fire from 
economists, who claim that marginal costs should determine 

rices, which in this case means that prices should be set by the 
highest cost pit in the field. 

This controversy caused a deep cleavage of opinion among 
the members of the (Ridley) Committee on Fuel and Power 
Resources in 1952. The Committee were unanimous that 
‘* price should not be less than cost ’’ but they divided equally 
on whether the relevant cost was average or marginal. The 
arguments of the marginalists are surely more convincing ; 
indeed the case of the four members ee the Coal 
Board’s averaging policy seems in the end to rest upon the 
rather specious proposition that: 

... the overriding principle is that coal is so important to the economy 
that it should be sold at the lowest price which is consistent with the 
National Coal Boarc’s covering its costs. Indeed . . . one advantage of 
the nationalisation of coal is to realise this principle. 

In particular they pointed out that the marginalists’ 
proposal that prices een ba raised by £1 a ton to equate them 
with long-run marginal cost would give the Coal Board an 
annual surplus of £200 millions and that “ to charge coal 
consumers £200 million more than the total cost of production 
would be quite unjustifiable.’’” The marginalists in reply argued 
that the surplus in fact represented the royalty charge for 
superior pits and corresponded to the economic rent of 
agricultural land. 

In my view, the marginalists’ case is far the better one. 
From the Coal Board’s own point of view—the question of 
** national interest" will be discussed later—it was surely bad 
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business to sell coal at home for 34s. a ton less than could be 
obtained for it abroad, or, more recently, to sell coal at home for 
£2 a ton less than was being paid for it abroad. Two recent 
substantial price increases have provided an appreciable margin 
of price over average cost (though price is still well below mar- 
= cost) and this may enable the Board to earn a surplus 
rge enough to eliminate the whole of its £37 millions accumu- 
lated deficit. The need for a substantial surplus is under- 
lined by the Coal Board’s revised Plan for Coal, which envisages 
an expenditure of £1,000 millions between 1955 and 1965. 
The Plan stresses the extremely heavy rate of depreciation 
in the pits, for mines are notoriously wasting assets and without 
heavy investment their output capacity would shrink by four 
or five million tons a year. The right policy would seem 
to be to set aside substantial sums for amortization out of a 
large annual revenue surplus and there are signs that the 
National Coal Board has some such proposal in mind. 


HOW BIG A SURPLUS? 

The cardinal error of the Corporations, on this analysis, has 
been their excessive neglect of individual costs, which has shown 
itself in the application of standard charges to groups of widely 
differing consumers. The remedy is as obvious as the defect ; 
but the adoption of tariffs more closely aligned to the underlying 
structure of costs—including the full cost of depreciation— 
would still leave unsolved one enormous problem: that of 
obtaining the resources needed to implement the Corporations’ 
investment programmes. Ideally, the resources should be made 
available by the voluntary savings of the community, but in 
present circumstances the savings are simply not there. If the 
investment is to be financed without inflationary consequences, 
the necessary funds must be exacted from consumers by prices 
pitched well above costs. This is admittedly hard on the con- 
sumers and the Herbert Committee stated bluntly that “ to 
make present consumers subsidise . . . the capital requirements 
of future consumers would be inequitable.’’ But would it be 
as inequitable as finance by inflation ? 

Private industry, as a whole, has always found the funds for 
investment out of trading profits. Indeed, in recent years it has 
been a heavy net lender to other sectors. The latest National 
Income Blue Book’s estimates of capital consumption at last 
give us some idea of net investment by the various sectors of the 
economy. In the years 1951-5, net fixed investment of £969 
millions by the Public Corporations was accompanied by net 
dis-saving of £520 millions. This means that the Corporations 
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borrowed on average nearly £300 millions a year, a third of 
which was required not for new investment but merely to 
keep existing capital intact. By contrast, net fixed investment 
by private industry—{£1,398 millions—was covered more than 
two-and-a-half times by net savings’. 

Such facts assort ill with the price freeze and it seems a 
strange conflict of policy that the Corporations should be asked 
to budget for a larger ““ gap’ at the very time that the Chan- 
cellor is extolling the virtues of an over-all surplus on the 
government’s own accounts. The nationalized industries face 
a problem similar to that of the great oil companies, and they 
may in the end be forced to solve it in the same way: by 

ing profits far in excess of those indicated by a strict align- 
ment of costs and prices. The ome Taper of the Central 
Electricity Authority puts the case plainly : 

In present economic circumstances it is quite clear that if the 
industry's financial stability is to be assured, it will be necessary to earn 
larger annual surpluses, in order to provide for a greater degree of self- 
financing of future capital programmes. 


PROMOTING THE PUBLIC INTEREST 


The larger surpluses, however, were not forthcoming. In 
June last, the Central Electricity Authority stated that increased 


costs had — the industry from achieving its aim in 


1955-6. nd, on the prospects for the current year the 
Authority said : 


The latest increase in coal prices would . . . in the normal course 
have necessitated an advance in tariffs generally in order to preserve at 
its present modest level the surplus hitherto achieved by the industry. 

Nevertheless, having regard to the national situation, the Authority 
consider that the Area Boards should for the present avoid increases in 
their tariffs... 


The other major nationalized industries similarly agreed to 
forgo in the interests of stability the many acknowledged 
advantages which would result from changes in both the level 
and the structure of their tariffs. 

Those decisions exemplify the view that the industries are 
responsible for more than their own affairs, that they are in 
fact supposed to promote the national interest, which in this 
instance is seen as stable prices. That view was expressed in 
just this context four years ago by the members of the Ridley 
Committee who objected to the marginalists’ proposed higher 
coal price on the grounds that it would “ provoke an inflationary 

! The inclusion of changes in the value of stocks, capital transfers and switches from 


taxation and dividend reserves complicates the full picture but does not alter the marked 
contrast between the two sectors. 
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series of wage demands out of all relation to the actual increase 
in the cost of living due to the higher price of coal.’” The appro- 
priate answer has now been given by the Herbert Committee : 


We state our view without any qualification that the governing 
factor in the minds of those running the Boards should be that it is their 
duty to run them as economic concerns and to make them pay. 

If it is thought in the national interest that some course other than 
a purely economic course should be followed, it is in our opinion the 
responsibility of the Minister acting on behalf of the Government to 
require that course to be adopted . . . It is not for the persons running the 
industry to undertake uneconomic schemes of expansion, whether in 
rural or urban areas, in the supposed national interest, if the effect is to 
subsidise one particular body of consumers out of the pockets of others. 


The first concern of the managers, in other words, should 
be to make the operations of their industries profitable. Far 
from that profitability being inimical to the “ national interest ”’ 
it is, in present circumstances, essential to it. The “ national 
situation "’ surely calls in reality for higher prices from the 
nationalized industries, prices which reflect the true costs of 
their operations and provide funds for financing their invest- 
ment. 

It would be unreasonable to expect too rapid strides, not 
merely because of administrative difficulties but because any 
sudden change in the basis of pricing would be unfair to existing 
consumers who—through no fault of their own—have entered 
into commitments in the belief that the existing terms of supply 
will continue. One would certainly not suggest that penton. a 
and inequities of pricing which have existed for over a century 
should be rectified overnight. But the rate of progress since 
nationalization has in my submission been far too slow and the 
present price freeze is a disturbingly retrograde step. More 
realistic prices are urgently needed. They would at least enable 
the Corporations to judge whether all their investment plans 
were warranted. Resources are too strained to allow us the 
luxury of gigantic shots in the dark. 


FRANCIS CASSELL. 


London. 
September, 1956. 





The Control of Monopoly 
By Alex Hunter 


I 


ONOPOLY legislation has taken an important step with 
the passing of the Restrictive Trade Practices Act this 
year. Before examining the appropriateness of the new 

legislation, it seems useful to assess the experience on which 
this measure of control will be based. This means examining 
the investigations and findings of the Monopolies Commission, 
the pioneer and, until recently, sole government agency in this 
field. The Act of 1948 gave to the Commission powers to 
recommend to the government controlling action over 
monopolies and restrictive practices but in practice these powers 
have been little used. The Commission has been, and still is, 
primarily an investigating body. Its function has been to 
rovide the essential preliminaries of action—accurate know- 
edge of the facts. This task has been performed with 
thoroughness and objectivity. The work and findings of the 
Commussion can be divided between two distinctive types of 
report: there are those concerned with “ competitive ”’ 
industrial structures ; that is, industries in which business is so 
dispersed among a fairly large number of firms that no one firm, 
acting by itself, places sufficient on the market to give it any 
substantial control over the price-making behaviour of the 
industry. And there are reports on “ oligopolistic ’’ industries 
where, by contrast, most of the business is handled by three or 
four or half-a-dozen large firms. In practice, the two types 
overlap considerably, of course; but the distinction is a 
convenient one. 


II 

As might be expected, the “* competitive "’ industry is the 
home of restrictive practices. Given fairly large numbers of 
small and medium-sized producers, complete control of price 
and output would be most difficult to implement; instead, 
efforts are directed to restraining competition rather than 
to building up a collective monopoly. Normally, restrictive 
practices are operated through the medium of the trade 
This article is a shortened version of a paper read before Section F (Economics) of the 
British Association at the Sheffield meeting, Thursday, 30th August, 1956. Mr. Hunter is 

Lecturer in Economics in the University College of North Staffordshire. 





20 


association ; that is to say, restrictive agreements generally 
take their form in the rules governing membership of such 
associations. 

There are two main techniques of restricting competition : 
exclusive dealing and price-fixing agreements. They can be 
operated separately or together. Exclusive dealing can mean 
exclusive selling where the producers sell only to recognized 
distributors. Or it may be exclusive buying where the 
distributors’ association agrees to buy only from certain 
producers. And the producers’ and distributors’ associations 
can grant one another reciprocal privileges to their mutual 
benefit. The effect of this practice is to freeze out the 
“ independents "’ of the industry from much of the trade ; and, 
since membership of the association is usually limited, to 
prevent “ free entry’ of new firms. 

In price-fixing agreements it is normal for manufacturers 
to take an average of all their costs to find a compromise price. 
But costs vary according to the size and efficiency of the firm 
and also the size of order. In these circumstances there are two 
economic effects. The price of each product of the industry is 
related to the average for all producers and not to the costs of 
the ones who can produce it most cheaply; it is therefore 
priced more highly than is necessary. Secondly, the ‘“‘ common 
minimum price”, once established, prevents the most 
economical producer from using prices, or special discounts, to 
attract to himself a sufficient volume of those orders he can 
manufacture most economically. By agreement with the 
distributors’ association, the price-fix may also be extended to 
the distributive trade meek resale price maintenance. The 


motive for this practice is usually to guarantee distributive 
margins and inhibit the emergence of price-cutting retailers 
or new methods of distribution. 

However, restrictive agreements are rarely kept without 
the assistance of some form of enforcement or incentive. 


sé 


Enforcement is where the “ collective boycott’ enters; that 
is, collective refusal on the part of producers to supply 
distributors who handle the goods of independents or who cut 
prices; and collective refusal of distributors to handle the 
goods of producers who persist in supplying unrecognized 
distributors. Incentives to keep to an agreement are found in 
the various types of “ loyalty’ rebate. For instance, a retailer 
may receive a special “ association’ rebate merely for being 
a party to the agreement. He may, in addition, receive at the 
end * 4 each year’s trading a rebate calculated on the total value 
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of the goods which passed through his hands from all members 
of the manufacturers’ association. This device is known as the 
‘ aggregated’ rebate. Needless to say, it is not paid if the 
distributor is found to have dealt in the goods of independent 
manufacturers or has broken the resale price conditions.' 

* * * 

These are the restrictive practices of the “* competitive ”’ 
industries. There are three comments worth making about 
them. 

The orthodox textbook view of the monopolist sees him as 
manipulating price and output to find the combination which 
provides his maximum revenue; the trade association, a 
collective monopoly, is seen as attempting to maximize group 
profits. Close study of the Commission’s reports suggests 
that the behaviour of trade association members is open to a 
different interpretation. Typically, firms appear to enter 
agreements to protect themselves. Agreements seem designed 
to keep out, or keep under control, new firms, new products, 
new methods—anything likely to introduce major change into 
an industry. Confirmation for this view can be found in 
several points. First, exclusive dealing systems, so effective in 
restricting entry, are almost patently designed for protection. 
Price-fixes on the other hand are less obviously so, but clearly 
the practice of setting association prices by an average of 
members’ costs is not the method A a group set to extract a 


pen of revenue from its position; it rather peepee a 


ompromuse technique designed to attract, and hold, as many 
ucers as possible into a “ no price competition” agree- 
snery Thirdly, a typical result of restrictive agreements appears 
to be that where prices are unnecessarily high this is not on 
account of monopolistic earnings but is usually to cover the 
cost of carrying considerable excess vs in particular that 
of the more inefficient producers of the industry. Finally, the 
Commission has found that price policies for all types of 
agreement are usually moderate, in the sense that they aim only 
to earn “ reasonable”’ profits for members. All of which is 
what one would expect of a policy of protection. 
The second comment is that the idea of thousands of small 
and medium-sized firms arranging themselves within the 
protective cocoon of the trade association presents a remarkably 





: See Alex Hunter, ‘ The Monopolies Commission and "Economic Welfare "aa 
Manchester School of ee. and Social Studies, January, 1955, and “‘ The Monopolies 
Commission and Price-Fixing ", Economic Journal, September, 1956, for detailed analyses 
of restrictive practices and for other, less favoured, monopolistic methods not based on 
membership of the association. 
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unexciting picture. The repercussions of monopoly in this 
context are neither obvious nor dramatic. Yet the restrictive 
practices of trade associations probably provide the main 
problem of anti-monopoly legislation in this country. 

Partly this is a question of the number and pervasiveness 
of the practices. In the report on Collective Discrimination, the 
Monopolies Commission inquired of 290 of the better-known 
trade associations (giving a representative cross-section of 
industry and distribution) and 57 per cent. of these admitted to 
operating various types of discriminatory agreements. This is 
a fairly startling figure. Even so, it does not include (a) those 
trade associations which might be promoting price-rings 
without the support of exclusive dealing or collective boycotts ; 
and (6) the unknown number of trade associations which, 
sponsoring a customary or informal procedure for restrictive 
practices, were in a position to return a negative reply to the 
Commission’s questionnaire. 

Partly the point turns on the qualitative aspects of the 
practices. Their continued operation seems to induce an 
unfortunate state of morale—an attitude that protection from 
the uncertainties of competition is a divine right of British 
industry. Where there is not complete regulation or an under- 
standing on price, there is at best a “ live and let live ”’ attitude 
towards competitors, a general feeling that the industry is best 
kept’ cosy rather than competitive. The contrast with, for 
instance, the competitive zeal of United States industry is 
remarked by many commentators, including specialist pro- 
ductivity teams from British industry. And the opinion is 
frequently expressed that it is the moral influence and the 
efficiency of the Anti-Trust movement which largely makes 
possible the maintenance of this different attitude.' 

The third comment is that only the most strenuous efforts 
will succeed in remedying this malaise of British industry. The 
attitudes are deeply intrenched and have become accepted 
institutions. For one thing, the trade associations which 
normally operate restrictive agreements have another side to 
them: they possess many unobjectionable functions connected 
with industrial legislation, company taxation, trade statistics or 
the promotion of quality standards ; and they are undoubtedly 
the legitimate representatives of members’ interests in many 
spheres. It is unfortunate how often legitimate activities 
become the vehicle for the development of protective arrange- 
ments. A further obstacle to the dislodgement of restrictive 


' See specially Anglo-American Council on Productivity, Jndustrial Engineering report. 
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practices is, in this country, their respectable pedigree. Less 
thar two decades ago the long depression years had created a 
climate in which restrictive quotas and arrangements to fix 
minimum prices, as well as being necessary to industry, were 
objects of social and governmental approval. And to judge 
from the protestations of businessmen, as reported by the 
Monopolies Commission, there is a general disinclination to 
believe that the need for this type of shock absorber is over. 
However long full employment conditions persist, depression 
always lurks around the corner. It is certain that the removal of 
“‘ competition "’ from the category of non-U business behaviour 
will be a long and arduous task. 


III 


The nature of the public interest in oligopolistic situations 
is much less apparent. There is no settled body of economic 
opinion even as to the pattern that market behaviour can be 
expected to take among oligopolists. And moot questions 
concerning the desirability of oligopoly on grounds of efficiency, 

rices, competitiveness, service to the consumer, etc., are still 
urther from satisfactory answers. Consequently, it is not 
surprising that the Commission, in this field, is both more 
cautious and less predictable in what it has to say. However, 
there is some suggestion of a pattern in the reports. 

The ocaciaal difficulty is to assess the nature and extent of 
competition in an oligopolistic situation—to know whether it 
exists, how it takes place, whether another type of industrial 
structure would give better results, and so forth. There are 
two crucial differences between “ competitive” and 
oligopolistic situations which help to explain this point. First, 
freedom of entry does not have the same significance where 
there is competition among the few. Often the industry is 
one in which manufacture 1s highly technical and requires the 
acquisition of a great deal of specialized working experience ; 
then, the size of the individual firm’s market is considerable 
and involves, for any potential entrant, much time and effort to 
secure customers and goodwill. Consequently, the simple 
abolition of restrictive entry practices, which in competitive 
industries provides an effective and automatic safeguard against 
monopolization, has no immediate effect and possibly little 
result even in the long run. There is, of course, the possibility 
of large firms from other industries offering competitive entry. 
At present, for instance, we are witnessing the entry of 
petroleum firms into certain sections of the chemical and rubber 
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industries in order to find an economic disposal of by-products. 
But, in general, even large firms require strong pressures to 
make them risk major changes of industrial environment. 

The second difference is that serious price competition is, 
normally, precluded. When competitors are few, the action of 
each competitor has a noticeable impact on market conditions ; 
each member of the group is aware both of the influence his 
competitors’ actions may have on his profits and the influence 
his own policies may have on his competitors’ actions. A price 
reduction by one can mean a substantial shrinkage of markets 
and revenue for the others in the group ; and they are compelled 
to follow suit, in spite of losses, in order to conserve their 
relative positions. Hence the awareness of this interdependence 
restrains each firm’s price behaviour, partly because it fears 
reprisals and partly meealne it is hoped that restraint will 
encourage the other firms to reciprocate. Again, if there is a 
heavy burden of overheads, which must be covered, this does 
not lend itself to aggressive price policies. Also, a point not 
usually emphasized, the existence of expensive plant designed 
for specific types of production makes exit from the industry, 
as well as entry into it, extremely difficult ; the oligopolist is 
committed. And this is an even more compelling reason for 
not venturing a clash with competitors. 

In sum, it is generally accepted that the two main criteria 
of the public interest in ordinary competitive industry—free 
entry and price competition—are not readily applicable to 
oligopolistic patterns of behaviour. How then are such 
situations to be judged? What, in particular, do we find the 
Monopolies Commission saying about industries dominated by 
the policies of big firms ? 

* * * 

If one separates the Commission’s comments on 

oligopolistic elements from what it has to say on restrictive 

ractices, it begins to appear that oligopoly enjoys a qualified 
on of approval. This result is not simply a case of the 
superiority of large-scale over small-scale production, although 
obviously this is an important consideration. The issues are 
more complex. Perhaps the best way to indicate the views of 
the Commission is to bring out the significant points in the three 
main reports on oligopoly. 

Let us take, first, the Insulin report. Here we have an 
industry in which three manufacturers, supplying 100 per cent. 
of the home and export market, have arrangements to share 
raw materials supplies on a quota system and have an under- 
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standing on prices and discounts. The position of the 
manufacturers, moreover, is protected by the high degree of 
technical competence and specialized experience required for 
the manufacture of insulin. In spite of the dangers of such a 
situation, the Commission found that the arrangements of the 
British Insulin Manufacturers “ operated and may be expected 
to operate in the public interest’. It came to this conclusion 
because examination of the industry made clear that the high 
productivity and low prices of the group, and the high quality 
of the product, were directly the result of a policy of technical 
collaboration and sharing of experience, patents and technique 
among the three manufacturers. It was decided that “ the 
present position of the members of the B.I.M. as sole insulin 
suppliers is due principally to their efficiency, enterprise and 
experience ’’. And in these circumstances there seemed to be 
no valid reason for interfering with the price-fix or any aspect 
of a situation in which consumers were much better off than 
they would be under a more competitive régime. 


In the Electric Lamp report we find a similar case. There 
are eight members in the manufacturers’ association accounting 
for 80 per cent. of the United Kingdom output; and two of 
them, G.E.C. and British Thomson-Houston, produce two- 
thirds of the members’ total. Economies of large-scale are 
important in the industry. Most research is done by the two 
giants “‘ in friendly rivalry” ; but the result of the research is 
passed on to other members and there is common access to 
patents and an exchange of manufacturing technique and 
information. In consequence, there has been, in the words of 
the Commission, ‘‘ a rapid and comprehensive exchange of 
information on new developments "’ which led to “a rapid 
application of new discoveries . . . passed on to the public in a 
progressive and substantial reduction in the prices of lamps ”’. 
Certain restrictive practices of the association were prohibited 
in the report but the Commission made the substantial con- 
cession that the association could continue to fix its prices— 
providing that the prices remained “ reasonable ” and that the 
system of exchanging technical knowledge be extended to all 
manufacturers who conform to the common prices. 

But perhaps the Pneumatic Tyres case is the most 
illuminating. Eleven manufacturers produce 100 per cent. of 
the industry’s output and they are all members of the Tyre 
Manufacturers’ Conference (T.M.C.). In terms of market 
power, the effective number is even smaller; the Dunlop 
Group produces half the total output and the next four largest 
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40 per cent. between them, leaving only 10 per cent. among the 
six smallermanufacturers. Itwas established that the Conference 
fixed common prices for new tyres sold to the general public 
and enforced cheie sale only through recognized distributors 
on the Tyre Trade Register at agreed terms and discounts. In 
addition, it was found that prices in the export markets were 
fixed, in agreement with American and Continental manu- 
facturers, by Dunlop; and Dunlop’s price leadership was 
invariably followed by the other British manufacturers.’ The 
Commission recommended that the Conference price-fixing 
procedure be discontinued and also prohibition of any kind of 
resale price maintenance, collectively or individually enforced, 
in the distribution of tyres. 

On the other hand, in spite of the recommendation to 
dissolve the price-fixing procedure, the report makes it apparent 
that, “‘ even without the T.M.C.’s_ discussions "’, the 
manufacturers would continue to find identical or near identical 
prices for tyres. The oligopolistic structure of the industry, 
together with the price leadership of the largest producer, 
makes this outcome practically certain The Commission 
did not care for this result, obviously; it pointed out that 
prices would be fixed on an average of manufacturers’ costs, 
rather than on the costs of the most efficient manufacturers, 
although it was hoped that the ending of the price discussions 
would create some uncertainty among manufacturers about one 
another’s costs and perhaps had to differential pricing. 

But the surprising point which emerges is that the 
Commission was not disturbed by the prospect of this under- 
standing on price. Indeed, a main concern of the Commission 
seemed to be that the dissolution of the Conference discussions 
should not lead to misunderstandings among the oligopolists and 
possibly to a “ ruinous price war”. We are left with the 
conclusion that the Commission is prepared to accept the 
inevitability of oligopolistic price-fixes in this highly con- 
centrated industry and apparently intends that the funda- 
mental position should not be disturbed. 


1 On the other hand, tyres sold to car manufacturers were on a “ no restriction” list 
(i.e. individual prices) and made little profit. Also service tyres (hired to transport firms) 
earned small or negative profits. And the retread industry remained fairly competitive on 
account of the 85 small retreaders who had developed independently of the parent industry. 


* The Commission's recognition that price competition is most unlikely in this industry 
led to its unorthodox recommendation to prohibit even individual resale price maintenance 
in the tyre trade. It was felt that price competition is, and should be, possible among the 
27,000 distributors of tyres. But it would be seriously inhibited if the powerful manu- 
facturers, accounting for over 80 per cent. of the supplies, were permitted to enforce their 
individual prices, likely to be identical anyway. 
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What are the considerations which led to this relatively 
favourable decision on big business ? 

First of all, the Commission found the oligopolistic 
structure advantageous to Britain’s international few on With 
exports at 20-30 per cent. of output, this country is the world’s 
largest exporter of tyres. But since the United States domestic 
market accounts for five-sevenths of the world’s motor vehicles, 
the American giants, main rivals of the British industry, are 
clearly in a strong competitive position if ever they were driven 
to exploit foreign markets. oy eamal makes it evident that 
the Commission feels it is all to the good that the British 
industry is organized as it is ; a competitive industrial structure 
would be in a poor bargaining position vis-d-vis the American 
manufacturers. The Commission agrees with Dunlop that the 
British export industry cannot risk a price war; it would 
decrease the value of exports in the short run and possibly lead 
to a permanent loss ° markets in the long run. Hence it 
makes no recommendation to prohibit the price understanding 
in international trade. 

Secondly, the rate of progress in the industry, in terms of 
fundamental technical improvements, is, and has always been, 
high. The heaviest expenses in this country are incurred b 
Dunlop on behalf of the group and its subsidiaries abroad. 
Dunlop has an especially good record in new products. It was 
first in the field with aircraft tyres (1910), giant lorry tyres 
(1921) and tubeless tyres (1953) ; and it took the lead in the 
introduction of new materials such as carbon black (1904) and 
rayon cords (1921). The next innovation which it is pioneering 
consists of important steps in the use of synthetic rubber in 
tyre construction ; to this end it has operated a pilot plant and 
is now helping in the formation of the International Synthetic 
Rubber Company to supply the whole tyre industry with this 
product. The other main manufacturers receive considerable 
technical advice and service from their parent firms and 
associates in France and the United States. 

So, on development work, the Commission finds no lack 
of drive in the industry. Also, it notably makes no adverse 
comment on Dunlop’s claim that it acts as a “ corpus of 
knowledge’ for the British industry on tyre and rubber 
technique. In fact, the Commission goes so far as to say “* we 
do not consider that Dunlop has used its dominant position in 
the industry to the detriment of the public interest ; nor that 
the things that it does to maintain its leading position operate, 
or may be expected to operate, against the public interest’. 
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In sum, the Commission finds the industry well run and its 
structure well adapted for rapid development. 
~ * * 


This second is probably the crucial point. The 
Commission in effect appears to recognize in all of these cases 
that what matters is progress through technical change. That 
is, Competition among the industrial giants should take the 
form of persistent innovatory activity—developing and putting 
into operation new methods of production and new materials, 
creating new types of goods and services and finding the 
markets for them. Given this type of activity, free entry 1s not 
required to provide fresh blood and new ideas. Nor is it very 
important if the various firms collaborate on such matters as 
patents and manufacturing technique; on the contrary, the 
evidence seems to show that the sharing of information prevents 
unnecessary overlapping of effort and leads to some fruitful 
cross-fertilization of ideas. There is the further consideration 
that innovation in modern industry is, and is becoming 
increasingly, expensive. The days when one individual’s 
inventiveness and enterprise could transform an industry are 
in the past. In this context the big firm again shows to 
advantage. 

Perhaps we are labouring at the obvious. These are all 
well-known facts of economic life and it should be no surprise 
to anyone that the Commission gives, on the whole, favourable 
verdicts to our oligopolists. They are clearly better placed 
than the majority of industry for their réle in economic develop- 
ment. Although the individual oligopolist may feel only the 
need to “ keep ahead of the crowd”, a wider view may see in 
competition among the few an economic system more successful 
in raising real standards of living than the traditional price 
competition economy. 

IV 


The investigations of the Monopolies Commission have 
given us the main outlines of the monopoly problem. The next 
stage is to consider the mechanics of legal control, a field in 
which there is, as yet, only a few landmarks to indicate what is 
likely to happen in this country. 

There are as many methods of control of monopoly as 
there are countries ; so it is no surprise that Britain appears to 
be developing its own unique mixture of legal forms. The 
obvious method would be general prohibition of those practices 
which are clearly against the public interest and enforcement 
of this prohibition in the courts by means of a legal agency such 
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as the American Anti-Trust Division. This, in fact, is what a 
majority of the Monopolies Commission recommended in the 
Collective Discrimination report and probably also would have 
recommended for price-fixing agreements. In the event, in 
deference to the feeling that criminal proceedings would not be 
the appropriate remedy for the monopolistic peccadilloes of 
British business, the present government did not choose 
general prohibition. To control restrictive practices it instead 
chose a two-stage legal process: compulsory registration of 
restrictive agreements followed by examination before a 
Restrictive Practices Court to discover whether the agreements 
can continue to operate or whether they are against the public 
interest. 

The Registrarship of Restrictive Agreements occupies a 
key position in the new Act. Apart from regulating the method 
and timing of registration, the Registrar must ensure that the 
Register is an accurate and comprehensive account of the 
restrictive agreements of British industry. To this end, he has 

wers to discover if agreements exist and to demand 
information about them. He may, on application to the High 
Court, examine on oath the officers of a company or association. 
And it is his duty to prosecute offenders who fail to register or 
who make false statements or who conceal or destroy documents 
relevant to registration. Finally, the Registrar (subject to 
direction on priority from the Board of Trade) is the agent in 
the Act who takes proceedings against each agreement before 
the Restrictive Practices Court. He is obliged to provide all 
relevant evidence, adverse and favourable, to show the effect of 
the agreement on the public interest. 

Registration itself has a harmless appearance. It seems 
no more than a device to compel trade associations to commit 
their agreements for examination and to permit the government 
to know the full extent of the restrictive practice problem. 
Actually, the main value of this registration technique lies in 
its ability to create a climate of opinion unfavourable to 
restrictive agreements and thus to put pressure on firms to 
reassess their value. 

Compulsory registration, in the first place, will bring home 
to the consuming public the number and extent of restrictive 
agreements and is likely to raise general feeling against such 
practices once it is appreciated how many every-day purchases 
are affected. In addition, the Register, for a small fee, will be 
open to public inspection and certified copies of agreements, 
or extracts, may be obtained from the Registrar. Consequently 
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the details of individual agreements will become known either 
from first-hand inspection or through reports in the press. An 
indication of what may happen can be found in the Swedish 
experience of registration. Under the 1946 Swedish registration 
law, 30 per cent. of the 500 odd agreements registered between 
1946-51 were dissolved or drastically modified in order to put 
their signatories beyond further governmental investigation. 
So effective was the publicity of registration, that in 1950 a 
special “* Cartel Office ” was set up to advise business men on 
how to modify agreements to avoid giving offence. 

The new British Act, no doubt bearing the Swedish lesson 
in mind, —— an additional incentive to terminate agree- 
ments. rade associations have three months’ grace before 
registering their particular class of agreement, during which 
time it is possible to dissolve the agreement or remove from it 
the restrictive elements. The powerful Tobacco Trade 
Association, formed in 1931 to enforce resale prices among 
distributors, took advantage of this concession immediately the 
Act was passed. 

The outcome of proceedings before the new Restrictive 
Practices Court is more difficult to predict. It promises to be 
an institution of monopoly control without close parallel in any 
other country. Formally, it is a division of the High Court. 
Five new judges will be appointed by the Lord Chancellor, 
three in England and one each in Scotland and Northern 
Ireland. But an additional, and unusual, provision is the 
appointment of not more than nine “ other members ”’, la 
members, each for three year periods. And proceedings will 
take place before one judge and at least two of these lay 
members. The other untypical feature of this Court is that 
its task is to judge “ the public interest” of the agreements 
which appear before it. This means that it is asked to assess 
the broad effects of certain commercial practices for which 
little first-hand evidence can be brought forward of the type 
usually associated with a law court and which normally car: be 
expressed only in general economic or statistical terminology. 
The Court will, in fact, be working almost exclusively in the 
province of a type of witness whom lawyers flatteringly, but also 
distrustfully, describe as “ expert ’’ witnesses and on material 
not very susceptible to firm legal decisions. In sum, the 
Restrictive Practices Court is asked to make law quite as much 
as to interpret law; and its functions more nearly resemble 
those of an administrative tribunal, although it may manage to 
retain the dignity and, let us hope, the authority of a law court. 
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Anxiety has been expressed by some commentators lest 
the final decision on the public interest of restrictive agreements 
falls into the hands of a “ legal ”’ type of tribunal dominated by 
lawyers. A legal tribunal would, it is thought, be a “ soft” 
tribunal oie favouring restrictive arrangements. This 
reputation has been acquired because of the direction taken by 
judicial decisions on restraint of trade over the last 50 years. 
These decisions have eroded the force of the traditional 
common law doctrine on restraint of trade, so that most forms 
of restrictive agreement, even if not enforceable by actions in 
a law court, nevertheless remained permissible forms of 
contractual arrangement. They could not be made the subject 
of criminal action or even an action for damages, except on the 
unlikely grounds that the parties concerned were actuated by 
malice. And nothing is malicious which is done for the pro- 
motion of one’s own business interests. ' 

The accidents of personality apart, the Restrictive Practices 
Court does not look as though it will be “ soft ’’. For example, 
the lawyer element, the judges, will be outnumbered at least 
two to one by the lay members chosen for their “ knowledge of, 
or experience in industry, commerce or public affairs’. And 
while the judges’ verdicts overrule on matters of law, on the 
final decision as to the public interest of an agreement all 
members of the court have an equal say and a majority vote 
carries the decision in the event of a diteuae of opinion. 

Secondly, the adoption of a legal form of court has probably 
prejudiced the chances of survival of agreements. It is very 
difficult to present convincing proof to a court of the advantages 
of restriction, or for that matter to demonstrate the rather 
abstract values of competition. In any case, the traditional 
assumption of the law has been in favour of competition. Thus, 
the presumption is that agreements to restrict competition are 
against the public interest. 

This point will be crucial in the operation of the Restrictive 
Practices Court : it means that the onerous task of demonstrat- 
ing the advantages of restrictions falls upon the signatories of 
the agreements, or their trade association; and the Crown is 
not required to show the superiority of competition. The Act 
underlines and emphasizes this juridical position by defining 
all classes of registered agreements as restrictive and instructing 
; the Court to presume them as operating against the public 

interest unless they can be justified on one or more of the six 


1 See W. A. Lewis, “‘ Monopoly and the Law", Modern Law Review, April, 1943, for 
an analysis of this phase of British law. 
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grounds given in Clause 16 of the Act. These grounds require 
that the restrictive element in an agreement be necessary to 
rotect the public in connection with the purchase and instal- 
ation of technically complicated goods which, for instance, 
might require a skilled after-sales service, or to permit the 
parties to the agreement to counter the power of monopolistic 
suppliers, or in connection with a certified rationalization 
ata and so on. In addition, the Court must be satisfied 
that justification on any of these six grounds is not nevertheless 
outweighed by the general detriment to the public of the 
practice. 

The final blow to the “ softness ’’ thesis is that there does 
not appear to be any appeal from the decision of the Court 
except on a matter of law. On the facts of a case, more exactly 
on the interpretation of the facts of a case, the Court’s decision 
is final. 

Taking into account the indefinite nature of the material, 
the position could hardly be more closely defined. So, whatever 
else, the control of restrictive practices will make its début 
from a position of strength. What precisely will be made of the 
Act now depends very much on the personalities selected to 
operate it; some degree of eae Hera fervour is more suited 


to the control of monopoly than is a scientific detachment. 
* * 


+ 


On the other hand, it must be kept in mind that restrictive 
practices constitute only one part of the monopoly problem ; 
and the Court, as its name implies, cannot be expected to cover 
all aspects of control. In particular, there is no special provision, 
so far, for the control of our oligopolists. 

One reason, of course, is that an oligopolistic arrangement 
can escape the net of registration. It can exist on the basis 
of an understanding among large firms without any 
communication or even personal contact being necessary. And 
now that all restrictive agreements will be registered sooner or 
later, it is to be expected that oligopolists will tend to rely upon 
informal and understood arrangements in order to remain 
outside of legal control. 

What is particularly serious about this situation is that 
the restriction can be extended to prevent competition among 
the more numerous distributors. The Monopolies Commission 
brought out this point in the Tyres case. The report showed 
that not only could the big five manufacturers reach an under- 
standing on their own prices but they could also, each acting 
individually and thus remaining outside the meaning of the 
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new Act, enforce identical resale prices on tyre dealers. In 
fact, Part II of the new Act, which simplifies and makes more 
certain the legal procedure for an individual manufacturer to 
maintain his resale prices, actually assists the oligopolist to 
eliminate price competition in the distributive trades. 

The other reason is that the Restrictive Practices Court 
probably is not an especially suitable instrument for judging 
the public interest of oligopolistic situations. Hundreds of 
agreements will come before the Court and, in the nature of 
things, its examination of the conditions in an industry cannot 
be profound. In fact, the Court is not expected to elucidate the 
public interest from first principles; the Commission has 
already done this to the satisfaction of Parliament. It is asked 
only to review cases to discover if they merit exception on 
certain grounds. While this treatment is appropriate for 
“ competitive’ industries, where the effects of restrictive 
practices take on a regular and predictable pattern, oligopolistic 
situations require something different. To arrive at a complete 
understanding of all the influential factors of a case, it is 
probably much more important to know the details of such 
matters as the line of technical development in the industry, 
the need for rationalization, the direction which amalgamation 
movements are taking, the ownership of subsidiaries and ties 
with foreign industry, control of distributive outlets, and so on. 
As a number of the reports of the Monopolies Commission 
testify, only the most careful sifting of complicated issues can 
satisfactorily bring out the nature of the nelle interest in big 
business industries. 

Fortunately, there is a ready-made solution to hand. The 
Monopolies Commission, with the powers given to it under the 
1948 Act, still remains. Its powers of investigation are wide 
enough. On the reference of the Board of Trade it can 
investigate if one-third or more of the supply of a good is 
controlled by any two or more persons where these persons 
“ so conduct their respective affairs as in any way to prevent or 
restrict competition, . . . whether voluntarily or not and whether 
by agreement or arrangement or not ”’ (Section 3). Almost any 
clienpeliaiie arrangement could feasibly be brought within the 
meaning of this definition. Finally, the element of control is 
provided in the 1948 Act, which specifies that, on the recom- 
mendation of the Commission, or on its own interpretation of 
the report, the government may execute a statutory order' 


1 See Hunter, “ The Progress of Monopoly Legislation in Britain "’, Scottish Journal of 
Political Economy, October, 1955, on the detailed workings of this form of control. 
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forbidding any practice or arrangement which, in the industry 
concerned, is found to be against the public interest. 

It should be added that control of big business is most 
unlikely to be the brawling, litigious affair apprehended by 
many; statutory orders will probably prove to be largely 
unnecessary. Large firms are sensitive to any suggestion that 
their practices are in any way suspect or lacking in public 
spirit. 

Whether the Monopolies Commission will, in the event, 
be directed to this precise purpose has not been made clear to 
date. Under the 1956 Act, the Commission becomes a smaller 
body and acquires the additional responsibility of investigating 
restrictive practices in export agreements. On the other hand 
it is still a large enough body, and is certainly experienced 
enough, to undertake a series of inquiries industry by industry. 
The Board of Trade seems not unaware of this ey 3 
and the fact that the original powers of the Commission under 
the older Act remain unchanged probably is significant. Ifthe 
two Acts of 1948 and 1956 are, in the event, usec in combination 
they will give a system of control which is comprehensive and 
is yet also adaptable to almost any monopolistic circumstance or 
variation of policy. 

ALEX HUNTER. 


The University College of North Staffordshire, 
Keele. 


August, 1956. 





A Tax on Expenditure ? 


By A. R. Prest 

RECENT book by Mr. Nicholas Kaldor’ has revived 

interest in the merits of basing taxation on spending 

rather than income. The purpose of this article is to 
weigh up the theoretical and practical implications of such a 
system. We shall start by saying a word or two about the 
meaning and history of this idea; then we shall look at the 
theoretical advantages claimed for such a scheme; finally, we 
shall turn to the practical problems of introducing: and con- 
tinuing any such system. The sympathetic consideration of 
some of these ideas in the Labour Party pamphlet Towards 
Equality is sufficient evidence that the subject is of much more 
than academic importance. 

As the name implies, an expenditure or spendings tax 
differs from an income tax by exempting saving from taxation, 
but bringing dis-saving into tax. Suppose a man were to have 
an income of £1,000 a year and to spend £800 a year. Under an 
income tax system he would (neglecting any allowances for 
children, expenses, etc.) be taxed on £1,000; under the 
spendings tax he would pay on £800. On the other hand, if he 

ent the whole of his income and in addition spent another 


200 by drawing on capital or borrowing—or even by spending 
football pool winnings—he would pay tax on £1,200 under the 


dings tax system but only on £1,000 in the income tax case. 
The basis of taxation may therefore be wider or narrower 
with an expenditure tax, depending on whether a man is 
spending more or less than his current income. 

It might be asked how such an arrangement differs from 
indirect taxation. There are several answers to this. First, 
most indirect taxes are actually paid over to the authorities by 
the manufacturer or seller of a commodity rather than by the 
consumer. With a spendings tax, the individual pays directly, 
just as income tax is collected direct. Second, indirect taxes 
almost inevitably bear more hardly on some individual goods 
and services than others. This is not so with the expenditure 
tax. The intention is that a man would pay the same amount of 
tax on spending £100, irrespective of whether he spends it on 
a gold watch, a trip to the Continent or a fur coat for his wife. 

1 N. Kaldor, An Expenditure Tax (Allen and Unwin, London, 1955). 
Dr. Prest is University Lecturer in Economics and Bursar of Christ’s College, 


Cambridge. In writing this article he wishes to thank Professor Sir Dennis Robertson, 
Mr. P. T. Bauer and Mr. A. D. Roy for discussion and comments. 
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Third, a system of indirect taxes which enables spending to be 
taxed in any regular progressive fashion is quite impossible to 
devise, let alone to manipulate. For all these reasons, therefoze, a 
spendings tax has to be thought of as a substitute for the existing 
income tax and surtax rather than for the existing structure of 
indirect taxes. 

The spendings tax has a long history both in the works of 
academic writers and the minds of men of affairs. Mr. Kaldor 
quotes a passage from Thomas Hobbes approving the idea. It 
also attracted a good deal of discussion during the 1840’s and 
1850’s' culminating in a duel between Gladstone and J. S. Mill 
during the deliberations of the 1861 Select Committee. Some 
distinguished economists, among them Mill, Irving Fisher and 
Pigou, have discussed the merits of a spendings tax at length and 
have on the whole approved of it in principle. Irving Fisher, in 
particular, published a whole book warmly advocating a switch 
from income taxation to spendings taxation.? To my ae 
however, the idea has never been tried out in practice. 
nearest approach to this was during the last war, when the 
U.S. Treasury suggested the imposition of an expenditure tax 
for the duration (though as an addition to, rather than as a 
substitute for, the income tax) but Congress refused to accept 
it. 

Mr. Kaldor’s name must now be added to the list of 
distinguished protagonists. He not only believes that an 
expenditure tax has decided theoretical advantages over an 
income tax but also that the practical obstacles to its imposition 
and management, at any rate in a limited form, can be over- 
come. It is now time to examine these contentions at length. 

* * ” 


The traditional argument for an expenditure tax, as ex- 
pounded by Mill, Pigou and Irving Fisher, was that it 
encouraged saving. Mr. Kaldor, however, starts (and for that 
matter ends) on the note that expenditure — is more 
equitable than income taxation. Perhaps we can tMerefore take 
the equity argument first in our discussion. 

Mr. Kaldor starts from the political premise that it is a 
generally accepted function of government taxation to prevent a 
large degree of economic inequality from emerging. Instead of 
taxation being arranged so that people pay according to the 

tcf. F. Shehab, Progressive Taxation, Chs. VII and VIII; also D. H. Macgregor, 


“ Taxation of Savings,” Economica, 1936. 
* I. Fisher and H. W. Fisher, Constructive Income Taxation, New York, 1942. 
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benefits they derive from the existence and protection of 
government, therefore, he holds that it should be firmly geared 
to some redistributive machinery. This could be done by 

rogressive taxation or by subsidies or transfers which benefit 
ow income groups proportionately more than rich, and so 
forth. All this is well a ay But what is novel is Mr. Kaldor’s 
insistence that the criterion by which economic inequality is to 
be judged is inequality of consumption rather than that of 
income or wealth. In his view, it is not so much a matter of 
reducing disparities between post-tax incomes, but rather one of 
ensuring that enormous differences in levels of spending do not 
arise. Therefore, it is claimed, we ought to tax progressively 
on the basis of people’s expenditure rather than of their 
incomes. 

Several reasons are advanced for this line of argument, 
some of a philosophical nature and others of a more empirical 
variety. First, there is the contention that people should be 
taxed according to what they take out of, rather than what they 
put into, the national pool. “ It is only by spending, not by 
earning or saving,” writes Mr. Kaldor, “ that an individual 
imposes a burden on the rest of the community in attaining his 
own ends.”"* Taxes on income and wealth, he contends, cannot 
possibly accomplish a task of this sort. Income is extremely 
difficult to define conceptually and so cannot be more than a 
blunt instrument in the hands of the tax authorities. The 
present British income tax does not attempt to tax most capital 
gains ; and if it did only very rough approximations would be 
possible. Even if this obstacle were surmounted, great in- 
equalities in spending can arise between people receiving equal 
“true ’’ incomes if some are able and willing to live on their 
accumulated capital. Apart from its practical difficulty, a tax 
on wealth would leave another big loophole. Adventitious gains 
(gambling winnings, gifts and the like) would not be caught by 
either a tax on income (including net capital gains) or a tax 
on wealth. In short, Mr. Kaldor concludes, the only effective 
means of reducing spending disparities and making sure that 
no one is digging too greedily into the national cake is to tax 
spending direct. 

What can be said about this argument? The first point is 
that the pursuit of egalitarianism (or, more accurately, reduc- 
tion of outstanding inequ. ‘es) is mainly a political and social 
objective. The importance attached to it is a matter of 

1 op. cit., p. 53- 
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individual choice and not one with which the economist qua 
economist has any very direct concern. Therefore, the pro- 
tagonists of the arguments in the preceding paragraph cannot 
raise any objections on economic grounds if it is argued in repl 
that the need to correct economic inequality today is ail 
or that in so far as there is any such need, it should be pursued 
through educational opportunities rather than redistributive 
taxation and that for these reasons there is really no case to 
answer. 

Such might be the reply. Suppose, however, we accept 
the contention that governments should try to reduce economic 
inequality by progressive taxation. Can anything be said 
about the further contention that the primary aim should be 
greater equality of consumption rather than of income or, more 
generally, of some combination of income and wealth? There 
is danger here of a confusion between ends and means. It is 
clearly an objective of any tax system, whether imposed accord- 
ing to people’s income, or their expenditure or even the lengths 
of their beards, to limit the amount of real resources used for 
private consumption or investment, rather than to limit the 
size of private income or wealth. But it does not obviously 
follow from this that the right measure of inequality or of tax 
payable is that of current consumption rather than current 
income, accumulated wealth or the rate of increase of income, 
consumption or wealth, or for that matter any other variants of 
these concepts. Therefore judgement simply cannot be un- 
equivocal in these matters. 

Nor are the supplementary arguments for setting up con- 
sumption inequality as the target entirely convincing. It may 
be true that income fluctuations are greater (in some sense) than 
consumption fluctuations.' Hence an expenditure tax may be 
less unjust as between people in steady circumstances, on the 
one hand, and uncertain circumstances, on the other hand, than 
an income tax of the same rate of progression. Even here, 
however, the advantages are not all one way. Leaving aside the 
thorny questions of equal yield taxes,’ it is not altogether easy to 
see ae one man who saves 20 per cent. of his income for five 
years and then has a glorious spending spree in any one year 
should be taxed more (as he would be, if the expenditure tax 
were progressive) than another man of equal income who saves 


Kaldor, op. cit., p. 52. “ It must be remembered that the problem of periodic fluctua- 
tion is far more serious on the income side than on the expenditure side.” 
* See later, p. 42. 
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in exactly the same way but spreads his dis-saving over five 
years. he implication is that whatever the merits of an 
expenditure tax in promoting equality of consumption between 
individuals in the same year, it would certainly be an instrument 
for promoting equality of consumption by any one individual 
over time. The desirability of or justification for any such 
result needs more careful examination than Mr. Kaldor gives it. 

Despite these objections, let us suppose that consumption 
rather than income inequality should be the main criterion. 
Does it then follow that a progressive expenditure tax would be 
superior to an equally progressive income tax? 

To answer this we must first decide whether we are taking 
an income tax based on an income concept which includes 
capital gains, or one which does not. From the equality angle,’ 
the case for the expenditure tax will obviously be stronger if 
capital gains are exempt from income tax, as in the United 
Kingdom. We can therefore take this as our starting point and 
any unfavourable conclusions we derive will apply more 
strongly to the comparison with an all-inclusive income tax. 

The short answer must be that a progressive expenditure 
tax is more likely to reduce inequality of spending than an 
income tax of the same degree of progression. Whereas capital 
gains and adventitious receipts, whether spent or saved, will 
not be subject to income tax, they will be caught by an expendi- 
ture tax to the extent that they are spent. Similarly, dis-saving 
out of accumulated capital will also be taxed in the latter case. 

The really difficult problem, however, is by how much 
spending inequalities will be reduced, when consumption which 
is disguised in one form or another as an untaxed allowance is 
taken into account. The substitution of an expenditure tax for 
an income tax does nothing to correct spending inequalities 
arising in this way. It might be, as Mr. Kaldor suggests, that 
any such substitution could be accompanied ultimately by 
reduced rates of company taxation and that as a consequence 
firms would be much more careful about expense allowances. 
In the meantime, it is anybody’s guess whether such discrep- 
ancies as exist between nominal income and actual consumption 
are due mainly to dis-saving and capital gains on the one hand, 
or to untaxed allowances in all their multiplicity of forms on the 
other. Mr. Kaldor is obviously convinced that the former is the 
dominant cause; but he does not produce any evidence other 








1 But not from others. See later p. 43. 
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than general impressions to show that this is so... My own per- 
sonal guess, for what it is worth, is that the latter may easily be 
the more important. 

Many of the difficulties of defining income would remain 
even if taxation were changed to an expenditure basis precisely 
because they arise from the arbitrary nature of the distinction 
between final consumption and es of production.* More- 
over, even when we are satisfied that a particular perquisite 
(e.g. producer-consumed foodstuffs, concessionary coal sup- 
plied to miners) is a constituent of income and final consump- 
tion, it may be impossible for administrative reasons to tax it 
whether the basis of taxation be income or consumption. This 
source of inequality of consumption between people with equal 
nominal money incomes is therefore also untouched by the 
transition from income to expenditure taxation. Until more 
evidence is forthcoming on this subject, doubts must be 
expressed about the extent to which an expenditure tax would 
in fact reduce consumption inequalities, even if it were agreed 
on political grounds that this should be the main objective. 

* * * 


The traditional argument for an expenditure tax has been 
that it would encourage saving. This has often been entangled 
with the further proposition that an income tax differentiates 
against saving. With the latter we do not propose to deal in 
this article, beyond saying that this writer is not convinced that 
the Mill-Pigou-Fisher school has conclusively defeated the 
Cannan-Stamp-de Viti de Marco side.* Nor shall we discuss 
the desirability or undesirabilicy of encouraging saving. We 
shall confine ourselves to the much narrower issue of whether 
an expenditure tax will encourage private saving more than an 
income tax of equal yield and equal progressiveness. 

At first sight, the answer to this seems quite clear. If an 
expenditure tax exempts saving but taxes consumption, surely 
people will be encouraged to save a larger fraction of their 
income than under an income tax? owever, this is not 


' The only connected discussion of business expenses which I have found is a 
passage of some ten lines in footnote 1, p. 212. There are various assertions that wealthy 
people dis-save on a considerable scale (e.g. p. 93 and p. 239) but these are not supported by 
any convincing factual evidence. 

* New difficulties arise in the distinction between consumption and investment (or 
saving), principally in the treatment of consumer durable goods, if the consumption base 
rather than the income base is taken. Mr. Kaldor does recognize these and proposes various 
ways of treating them. We shall return to this subject later (cf. p. 48). 

* I am informed by Mr. C. W. Guillebaud that, in correspondence about his article on 
this subject (“ Income Tax and the *‘ Double Taxation’ of Saving,” Economic Journal, 
September, 1935), Keynes also expressed himself against the Mill-Pigou tradition. 
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conclusive. One must ask what will happen if people dis-save 
their accumulated wealth. May not the fact that people have to 
pay tax under the expenditure tax system, if and when they 
dis-save, cancel out the advantage gained from reducing tax 
commitments at the time the saving is made ? 

It may be helpful at this stage to set out a numerical 
example. Suppose we analyse the position of a man with an 
earned income of £4,000 a year faced with the alternatives of 
an income tax of 50 per cent. or an expenditure tax (on a net 
basis) of 100 per cent. It is assumed that saving of the same 
magnitude (£100) takes place in year o and lasts for n years in 
each case. The rate of interest is taken at 5 per cent. The 
relative positions may be set out as follows : 











Year 0 | -Yeans 2... 0-1 Year n 
Con- Tax Saving Con- Tax Saving | Con- Tax Saving 
sumption sumption sumption 
£ £ £ 
Income Tax system. . | 1,900 | 2,000 + foo oda ada § a,foo 2,000 Foo 
Expenditure Tax 
systern 1,950 1,950 +100 2,002) 2,0024 0 2,050 2,050 ~ 100 





In the initial year consumption will be £50 greater and tax 
£50 less under the expenditure tax system than under the 
income tax system, In years 1 ...n-1, when neither saving 
nor dis-saving takes place, the relative positions will be exactly 
the same, half of the interest income going in consumption and 
half in taxation. In year n, when dis-saving takes place, 
consumption will be £50 greater and tax #50 less in the income 
tax case than in the expenditure tax case. 

It would therefore appear that an expenditure tax system 
gives a greater return to saving. Whereas in the income tax 
case the initial sacrifice of consumption ({100) produces only 
a net return of 2} per cent. per annum, in the expenditure tax 
case there is a return of 5 per cent. per annum (i.e. £2 10s. 
net income on £50 initial abstinence). In fact, as Mr. Kaldor 
shows, the difference between the two cases depends on the 
ruling rate of interest and the tax rate. The larger is either of 
these, the greater is the annual differential. If, in the above 
example, the rate of interest were 10 per cent., then in one case 
we should have a 10 per cent. return and the other a 5 per cent. 
return ; if the interest rate were 5 per cent. and the income tax 
rate 75 per cent. (equivalent expenditure tax rate 300 per cent.), 
the contrast would be 5 per cent. as against 1} per cent. In 
other words, the taxpayer benefits by the value of the annual 
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yield on the amount of taxation which is deferred in the 
expenditure tax case. Depending therefore on the size of the 
yield differential and on people’s responsiveness to this 
differential, one might expect saving to be larger in the 
expenditure tax case. 

Assuming that it is desirable to encourage saving this 
might seem to be a conclusive argument, especially under 
present-day income tax conditions, in favour of an expenditure 
tax, and Mr. Kaldor, following Irving Fisher’ and Vickrey,’ 
treats it as such. There is, however, a snag in the argument. 
It is a general principle of public finance to consider the merits 
of taxes assuming equal yields to the government in each case. 
The above example does not satisfy this condition. Although the 
total collected in tax from years o ...n, and the amounts 
collected in each of the years 1 . . . n—1, is the same in both cases, 
the amount collected in each of the years o and n is not the 
same. In the income tax case it is paged in each year; in 
the expenditure tax case it is £1,950 and £2,050 respectively. 
This means that our example does not simply compare an 
income tax with an expenditure tax but an income tax with an 
expenditure tax plus a budget deficit of £50 in year o and a 
budget surplus of £50 in year n. The two taxes are not therefore 
in pari materia and we cannot conclude that any additional 
saving forthcoming under the expenditure tax arrangement is 
the result of substituting one tax for another rather than the 
changed budgetary conditions. An equivalent rate expenditure 
tax simply does not yield the same revenue to the government 
as the income tax it supersedes, if positive saving is taking 
place. And although in our example of a single taxpayer more 
revenue is forthcoming in year n, when decumulation takes 
place, such a situation is most unlikely to arise for a whole 
community under present-day conditions. 

What avenues of escape are open to expenditure tax 
advocates? If the expenditure tax rates are assumed to be 
adjusted to yield the same revenues as the income tax system, 
the argument about the differential advantage in favour of 
saving is more complicated and the conclusion 1s not absolutely 
crystal clear. If changes in other taxes (or expenditures) are 
assumed in order to preserve the same budgetary position, 
then we are comparing an income tax with an expenditure tax 
plus another tax (or expenditure) and we can no longer speak 


1 I, Fisher and H. W. Fisher, op. cit. 


* W. Vickrey, Agenda for Progressive Taxation, New York, 1947, especially Appendix 
VL. 
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of the relative effects of income anc expenditure taxes only. 
Nor does the way out seem any easier if more complex 
examples than ours are taken. 

t might now be asked whether the criterion of an equal 
tax yield is really the right one. Could it not be argued that the 
maintenance of the same level of social rather than of govern- 
ment income is just as good a standard, if not a better one ? 
In our example, the effect of introducing an expenditure tax 
was to produce more private saving but less public saving. 
But if this combination is sufficient to generate the same level 
of social income, does the loss of Exchequer revenue really 
matter? There seem to be two points to consider here. The 
— could argue as before, that this comparison is still one 

tween an income tax and an expenditure tax plus another 
change, i.e. an increased budget deficit. The pragmatist could 
argue that the effects on the level of social income of changes 
in different types of saving (and, via the implicit change in the 
national debt, in emg’ A conditions and interest rates) are 
complicated and elusive. Hence a great deal more knowledge 
than we now possess would be needed to establish what is 
really equivalent from this standpoint.' 

How can the savings argument be summarized ? 
Analytically, it is not certain* that saving will be appreciabl 
greater under an expenditure tax. It may be so but any such 
guess implies particular assumptions about equivalent taxes 
and the elasticity of the supply of saving with respect to changes 
in its likely yield. Moreover, all our argument about effects 
on saving has been on the theoretical basis of comparin 
an income tax on all income with an expenditure tax. if 
instead, we take the British case in which capital gains, etc., are 
not regarded as income, and compare an income tax on this 
basis with an expenditure tax, it is even less clear that an 
expenditure tax would increase saving, although here again the 
comparison is complicated by the equal yield criterion. Finally, 
in this practical case all the deterrent effects of rising price 
levels, discrimination against unearned income,’ heavy death 
duties and so on, must combine to make the scope for any 
substantial rise in saving through what are in effect interest 


concessions relatively small. 
o * * 


* cf. J. Tobin, “ Taxes, Saving and Inflation ", American Economic Review, 1949. 

* Subject to the exception mentioned on p. 44. 

* It seems that Mr. Kaldor would continue to differentiate in favour of earned income 
even if an expenditure tax were introduced (op. cit., p. go). 
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Now let us ask whether an expenditure tax will secure a 
better allocation of productive resources than an income tax. 
It is usually argued that a progressive income tax system is 
likely to be defective (compared to an equal yield poll tax) in 
two sorts of ways. First, it may discriminate against the supply 
of capital to the more risky industries. Second, it may deter 
labour from entering the more unpleasant industries. The 
argument is much the same in both cases. Briefly, and loosely, 
capital needs a determinate extra return to enter the more risky 
outlets and this will be eaten into by a proportional income tax 
system and a fortiori by a progressive tax. Therefore people 
will be less willing to supply capital to risky outlets than in the 
poll tax case. 

This issue can be illustrated by developing an example used 
by Mr. Kaldor. Suppose we consider a man with capital of 
£100,000 yielding an annual income of £5,000. He pays a 
poll tax of £2,000 each year and therefore has £3,000 net 
which can be assumed to be all spent. If an income tax of 50 
per cent. is imposed instead of the poll tax he may be induced 
to change his investment portfolio by selling his more risky 
securities and buying safer ones, in such a way as to yield a 
gross income of, say, £4,000 and a net income (which is all 
spent) of £2,000. The government obtains the same revenue 
in both cases and therefore the criterion of equal yield taxation 


is satisfied, Suppose now that a 100 per cent. expenditure tax 
is imposed instead of the income tax. -——s in the income 


tax case is £2,000, tax will be £2,000. But if our property 
owner now chooses to re-purchase the risky securities he can 
increase his gross income to £5,000 without increasing his tax 
liabilities, provided that the addtional £1,000 of income is saved 
and not spent. In the income tax case, on the other hand, any 
movement in the direction of increasing income above £4,000 
immediately increases tax liability and nullifies the advantages 
of the switch. 

Given these conditions, therefore, it would seem to follow 
that an expenditure tax has a decided theoretical advantage over 
an income tax in directing investment into more risky channels, 
and in promoting saving. But it must be observed that this 
advantage only applies fully with the particular assumptions 
listed. Suppose, for instance, that part of the £2,000 net 
income after payment of income tax is partly saved and not 
entirely spent. Then, as we have seen, an expenditure tax 


* op. cit., p. 120. 
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would have to be levied at a higher rate or some other tax 
would have to be levied with it to bring in the same revenue 
in the first year and this might take some of the gilt off the 
gingerbread. Furthermore, the additional income from risk- 
a is only tax-free provided that the capital accumulated 
therefrom is never spent. The speculative investor may get his 
treasure, and may get satisfaction from its annual produce, but 
he can never disgorge it! One wonders how many of the great 

eculative investments of the past would ever have been made 
if there had never been any prospect of spending the rewards 
of success without attracting heavy taxation. 


* * * 


Another means of judging the relative merits of different 
taxes is their contribution to the stabilization of income, the 
evening-out of cyclical booms and troughs. It is usually 
claimed as one of the great advantages of an income tax system 
that it automatically brings in more revenue as incomes rise and 
conversely when they fall. This advantage is all the greater 
in so far as tax is collected currently rather than in arrears and 
at progressive, rather than proportional, rates (so that tax 
yields tend to rise more than proportionately to any given rise 
in income). On the usual assumption that consumption tends 
to increase less than proportionately with a rise in income, an 
equivalent rate expenditure tax will yield less additional revenue 
in time of boom than an income tax. If tax rates are progressive 
and /or if it is thought that people would save a larger fraction 
of incremental income with an expenditure tax, the discrepancy 
may be even greater. 

Mr. Kaldor’s argument on these matters is two-fold. First, 
he suggests that the additional yield of an income tax in a boon 
year (over what would be obtained from an expenditure tax) 
is likely to be at the expense of personal saving rather than 
consumption. Therefore, if one is considering the effect on the 
economy as a whole, and not just the effect on government 
revenue, the net stabilizing effect of the two systems may be 
much the same. Secondly, he would like to see a system of 
taxing (or subsidizing) investment allied to an expenditure tax, 
so that the latter would not have to bear the full onus of securing 
stability. This would presumably be of great importance if 
there were any tendency for the greater saving left in private 
hands under the expenditure tax system to generate greater 
investment (e.g. by small businesses providing their own 
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finance). It would also be the means of counteracting any 
tendency for the private sector to over-save relatively to 
investment opportunities in time of slump. 

Whether such a system is really an effective substitute for 
the income tax one must take leave to doubt. In the straight 
comparison between income tax and expenditure tax, the great 
weakness of the case for the latter is the assumption that an 
increase of personal saving is a substitute for public saving in 
the boom. It is very difficult to believe that private investment 
is not likely to be given some forward impetus if personal saving 
increases. Therefore it is not really sufficient to postulate that 
in the expenditure tax case greater personal saving will offset 
the smaller tax yield. A further point is that there wil! be 
asymmetry between boom and slump conditions. Although 
in the expenditure tax case there is nothing to stop people 
saving sulficiently more in the boom to compensate ja the 
smaller addition to taxation, the limitations of the size of 
capital assets may prevent them from dis-saving much in the 
slump. And to the extent that they dis-save, more taxation is 
payable (unless rates are changed), thus partly nullifying the 
attempt to revive demand. If the investment tax is brought 
into the argument, then surely one ought to compare the 
expenditure tax plus investment tax with the income tax plus 


investment tax (and not simply with the income tax) to get a 
fair comparison. In any case, the experience of the last few 
months is not such as to make one believe that changes in 
investment subsidies (and presumably, therefore, investment 
taxes) react on the business world as quickly as is desirable at 
the onset of boom or slump.’ 


* * * 

For our last criterion, we turn to the practicability of an 
expenditure tax. This is the weakest part of the argument for 
an expenditure tax and, in fact, the rock on which it foundered 
in the minds of many economists (including those such as 
Pigou and Mill who thought it had some theoretical merits). 
Nevertheless, we have deliberately left it until the end in our 
discussion. It is only too easy to pour cold water on a scheme 
on the grounds that it is impracticable. The cynic might in fact 
say that this is the favourite device of academic economists 
who are unable or unwilling to face up to the implications of a 
new idea! And, irrespective of the cynics, there is quite clearly 


? Vickrey, although an ardent supporter of the expenditure tax, admitted that from the 
stabilization viewpoint it came off second best (op. cit., p. 350). 
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a presumption that the Inland Revenue will instinctively set its 
face against a radical reorganization of the tax system. For 
these reasons, it seemed important to analyse the theoretical 
case first, and in as detached a manner as possible, before 
turning to the practical aspects. 

However, the practical aspects do offer serious difficulties, 
Professor Pigou, after recognizing (perhaps over-recognizing, 
the theoretical merits of the tax, wrote: 

... the opinion is widely held among experienced administrators 
that this form would prove too much for them; that so wide a door for 
evasion would be opened as seriously to impair the efficiency of the 
income tax as an engine of revenue. 


Despite the advances made in tax administration over the 
last thirty years, and despite his enthusiasm for the tax in 
principle, Mr. Kaldor also has to admit that substituting 
expenditure taxation for income taxation over the whole range 
of incomes would run into enormous difficulties. He therefore 
advocates in the first instance the substitution of expenditure 
taxation for surtax but not for income tax. Only if this proved 
successful over a number of years would he propose to extend 
the coverage of the system. 

An expenditure tax would not involve any direct estimate 
of consumption and therefore there are no problems of estimat- 
ing individual expenditure on all the many types of personal 
services. Instead, the system would be to assess people’s 
incomes in the first place and then allow positive saving as a 
deduction from, and negative saving as an addition to, income 
in obtaining the basis for taxation. This would involve a 
return by the taxpayer and a check by the Revenue of capital 
transactions—changes in bank balances, loans, gifts and 
gambling winnings, security and property transactions, etc.— 
as well as the normal data on income. Special treatment would 
also be necessary in respect of expenditure on consumer 
durables and unforeseen costs such as illness. 

Mr. Kaldor produces a whole string of extraordinarily 
ingenious suggestions for dealing with all these issues. And it 
must be said in all fairness that he shows that many of them 
are not as formidable as they look at first sight. For instance, 
one of the most difficult actions to check would be the hoarding 
of bank notes, but it can quickly be seen that it would be in 
people’s interest to declare any such additions to cash balances, 
as these would be a form of saving and hence deductible for 





1 A Study in Public Finance (3rd edition), p. 123. 
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tax assessment. Again, the purchase of a house would not 
involve a large assessment in the year of purchase but would be 
deemed to yield a flow of taxable rd over the years in 
much the same way as Schedule A assessments measure the 
incomes accruing from house ownership. With other durable 
consumer goods, such as cars and furniture, the taxpayer could 
opt to spread heavy expenditure over a five-year period. By 
such devices, Mr. Kaldor would hope to meet some of the more 
obvious objections to his proposals. 

it is quite clearly impossible for anyone outside the Inland 
Revenue to be dogmatic about these matters and therefore it 
cannot be pretended that the following random observations are 
anything more than academic musings. However, here they 
are for what they are worth: 


(1) There is the political problem of whether it is 
reasonable for the State to require such a degree of 
information as would be needed from the taxpayer about 
his activities. This is a matter for us to judge as political 
theorists rather than as economists ; but the expenditure 
tax advocates should not be surprised if they found them- 
selves in a small minori 

(2) The transitional difficulties would be immense. 
Mr. Kaldor (op. cit., p. 221) confesses that it might be 
necessary to withdraw all existing bank notes and make a 
new issue to prevent people building up cash hoards in 
anticipation of the introduction of the tax. 

(3) The practicability of the proposals for dealing 
with durable consumer goods (e.g. how is the list defined 
or changed ?) is far from clear. 

(4) The identification of some forms of saving is an 
extremely treacherous operation. This is particularly true 
of saving by small businessmen whose bank accounts 
reflect both business transactions and personal ex- 
penditures.' One cannot help feeling that the evaluation 
of saving is even more difficult than Mr. Kaldor admits it 
to be. 

(5) Difficulties would arise if an expenditure tax 
operated in this country but not in others, e.g. people 
might save heavily for a number of years and then emigrate 
in order to avoid taxation on their dis- saving. 





’ ‘See. e.g. U4 R. Klein “ The I Practicability of an Expenditure 7 Tax” , Bankers’ Magazine, 
March, 1956. 
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All these sorts of difficulties are reduced in magnitude, 
if not in kind, when the expenditure tax applies only to the 
surtax groups.' Even so, one needs the boldness of faith to 
deny that they are still immense. 

* * * 


How may our arguments be summarized ? The theoretical 
advantages of an expenditure tax in promoting savings are not 
as strong as would appear at first sight, when allowance is made 
for “‘ equivalent taxation ’’, and when the deterrents to saving 
offered by estate duties, the fear of inflation, and the possibility 
of discrimination against investment income are remembered. 
However, there are circumstances in which savings may be 
greater and these must be given full weight, along with the other 
advantages in promoting risk-bearing, etc. The equity 
argument is partly political. In so far as it is economic, it 
depends on the extent to which “ excess '’ consumption is being 
financed from capital gains and dis-saving. . Kaldor’s 
mental picture is that of a small group of people squandering 


their hereditary wealth on luxurious consumption.? An 
alternative might be that of a large number of people drawn 
from all income groups supplementing their nominal money 
incomes to differing degrees by incomes in kind and expense 


allowances of multifarious shapes and sizes. 

Finally, the practical problems of expenditure taxation 
seem so formidable that one is bound to conclude that much 
less drastic modification of the existing fiscal system should be 
capable of accomplishing most of what an expenditure tax 
could really promise. Nevertheless, we must all be extremely 
grateful to Mr. Kaldor for exploring more fully and more 
finely than ever before the possibilities and implications of 
such a change in the tax system of this country. 

1 New problems do arise, however: e.g. there would be a strong temptation to a young 
professional man who knows his income will soon be in the expenditure tax range to spend 


very heavily now (by borrowing if necessary) and then restore his capital position later at 
the expense of the Revenue. 


* “ There can be little doubt, however, that in a community like present day Britain 
there is considerable scope for reduced consumption by the upper classes and if the tax 
were successful in enforcing more egalitarian standards of consumption it would mean a 
considerable addition to savings’. op. cit., p. 184. 


A. R. PRrest. 
Christ’s College, Cambridge. 
August, 1956. 
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While more cigarettes are smoked than before the war, average consumption 

of tobacco per head is appreciably less than in North America. The share of 

personal expenditure devoted to tobacco has been falling since the immediate 
post-war years, although it remains higher than in 1938, 
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Industrial production has changed little so far this year—the summer dip 
reflected the steel strike. Inventories, in contrast, have continued to expand. 
Car sales have fallen significantly from last year’s level. 
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With the emergence of Germany as a major exporter our share of total exports 

from all industrial countries has fallen from 20 per cent. in 1948 to 16 per 

cent. in 1955. In both West Europe and Latin America, Germany's share now 
exceeds our own. 
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43 Boulevard des Capucines, Paris. 


LLOYDS BANK (Foreign) LIMITED 


is particularly well placed to undertake all classes of banking 
business in France, Switzerland, and—through its subsidiary, 
Lloyds Bank (Belgium) S.A.—in Belgium. 


CONTINENTAL BRANCHES 
Paris * Biarritz - Bordeaux * Le Havre * Lille - Roubaix - Geneva 
Le Touquet-Paris-Plage (July and August only) * Monte Carlo 
LLOYDS BANK (BELGIUM) S.A. 
Brussels * Antwerp 
LONDON 


HEAD OFFICE: 10 Moorgate E.C.2 
WEST END: 71 Haymarket S.W.1 
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